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Forty-six pears ago the International 
Accountants Society was incorporated as 
a school of accounting. 

We are proud of our reputation for up-to-date 
instruction which has kept pace with the 
changing times through all these pears. 


To our many accountant friends whose in- 
fluence and co-operation have been largely re- 
sponsible for the growth and development of 
this institution, we extend sincere appreciation. 
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Firm X seemed to prosper from its very 
beginning. There was an immediate and 
continuing demand for its products. Its 
factory was well-directed, well-equipped, 
efficiently operated. 


Then sales took a jump. Orders came 

ouring in, and the increased volume of 
an md necessitated expansion. More 
modern machinery was added to the 
plant ... new modern methods of pro- 
duction were introduced. 


Today Firm X is out of business. True, 
sales were soaring to an all-time high, 
but operating costs outstripped them 

. dragged the firm below the “break- 


even point” before management had 
any indication they were going under. 
Inadequate office machines had pro- 
duced inadequate records and statistics 
—had furnished too little information 
too late. 


When you replace obsolete figuring and 
accounting equipment with modern Bur- 
roughs machines and methods, you get 
today’s facts today. Why not talk it over 
with your local Burroughs man. He'll 
show you how fast, flexible and efficient 
Burroughs machines can produce the 
information and data you need—on 
time. Burroughs Adding Machine Com- 
pany, Detroit 32, Michigan. 
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timism. They have the satis- 
faction of knowing their 
checks are fully protected 
against alteration and coun- 
terfeiting . . . enjoy the dis- 
tinction of using the world’s 


finest and best-known check 
paper. 
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Davy Jones should have plugged up the 
holes in his leaky record-kee ping meth- 
ods. Too late now. He can’t fathom 
his figures and his end-of-the-month 
reports are going to be late again. 

Ahoy, there, mate! Instead of shiver- 
ing the timbers of your office crew, take 
a squint at low-cost Keysort cards. 
They'll keep your records shipshape, 
and get out statements and payrolls 
at full speed. 

With McBee Keysort, figures that 
used to be salted away in ledgers and 
files come out on deck. Marginally 
punched Keysort cards become the 
original records. Orders, invoices, clock 
cards, and job tickets escape the haz- 
ards of copying and recopying. Any 
girl can key them and sort them... 
in minutes instead of hours. 

Keysort keeps business facts current. 


Are you sunk by water-logged figures ? 





Does it more economically than any 
similar method because it doesn’t de- 
pend on expensive equipment or special- 
ly skilled hands. 

There’s a McBee man near you. Ask 
him to drop in. Or write us. 











Kerysort is based on a card with coded holes 
punched near the edges. When you notch the 
holes, the cards become mechanically articu 
late. You can classify, file, find and use quan- 
tities of data...quickly and accurately. 


THE McBEE COMPANY 


Sole Manufacturer of Keysort — The Marginally Punched Card 
295 Madison Ave., New York 17, N.Y. Offices in principal cities 





310 Spadina Ave., Toronto 2B, Ontario, Canada 








BIRD’S-EYE VIEW OF THE 
JUNE ARTICLES 


A SURVEY OF INTERNAL AUDITING PRACTICES. 
By Thomas W. Spicer 
This article describes a first-rate job of research vitally interesting 
to internal auditors, and it is excellently presented. 
EFFECT OF RECENT AMERICAN INSTITUTE BULLETINS ON INTERNAL 
AUDITING AND ACCOUNTING. 
By Donald J. Bevis 


Highly informative, and good “public relation” material, this 
article will be remembered for its worthwhile content. 


FRAUD AS A MAJOR MANAGEMENT PROBLEM. 
By John B. Thurston 
This is a timely and well-written article that brings a fresh view- 
point to the discussion of a perennial subject. 
ACTIVITIES OF A SYSTEMS DEPARTMENT. 
By Phillips C. Salman 
The reasons for the establishment of a Systems Department, the 


selecting of its personnel, and its organization and operations are 
clearly outlined in this article. 


THE FUNCTIONS OF THE ACCOUNTANT AND THE INTERNAL AUDITOR. 
By E. H. Davison 


From England comes this paper that thoughtfully defines the place 
and functions of the accountant and the internal auditor in busi 
ness. Written from a quasi-philosophical viewpoint, it is, in its 
broad and yet specific outline, both informing and highly interest 
ing in conception. 


THE AUDITOR'S THOUGHTS IN PLANNING A SPECIAL AUDIT OF 
PAYROLLS. 
By William M. Merritt 
Comments of Max A. Kenyon, of the Editorial Committee: 
“One article each issue of the ‘how-to-do-it type’ is worthwhile. 
This one is practical, and one can tell the procedure has been 
used. The check lists and program evidently represent a lo 
of hard work and study, and are worth reviewing.” 


PURCHASING AS RELATED TO INTERNAL AUDITING. 
By Graham W. Garton 
A practical approach to a bothersome problem, stating sympa 


thetically the “other fellow’s” outlook, is given in this article. The 
author’s style makes it exceedingly readable. 


PERIODICAL PHYSICAL INVENTORY OF AN OIL COMPANY'S PROPER- 
TIES AND EQUIPMENT. 
By Harry B. Drennan 
This article is a concrete “step-by-step” description of an important 
auditing activity. If offers new approaches to the inventorying 
problem, worthy of the attention of those auditors who may have 
neglected property auditing. 
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"That speed 
and accuracy 
would save 


plenty in 
any business!" 


Speed and accuracy increase customer 
satisfaction, too! 


Businessmen everywhere are impressed gow 10 
by the superior saving-power of National 
Accounting Machines. This is due to a . 
combination of features found only on vor 
on Nationals. poonncerine 


What would this mean to the different 
businesses you are interested in? Your 
National representative, a systems 
analyst, will gladly tell you. 


The answer is as near as your telephone. 


THE NATIONAL CASH REGISTER COMPANY 
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*Get this FREE 20-page 
booklet, How to Save 
Money on Your Book- 
keeping, from your Na- 
tional representative. Or, 
write to The National 
Cash Register Company, 
Dayton 9, Ohio. 
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THE PRESIDENT’S PAGE 


ESPITE the rapid advance of internal auditing in the last ten 

years, it is still true in many companies that the internal auditor, 
whether he work alone, or whether he have a staff under his control, 
faces two important problems. One is that of extending his scope, and 
thereby his usefulness in his company, and the other is of raising the 
standard of his own work and of that of his men. The two problems, 
of course, are complementary. An internal auditor who continually 
improves the quality of his efforts will almost automatically be given a 
wider field in which to work. 


Recently there came to my attention an audit made by a man of 
considerable experience and with some years of training as an internal 
auditor. He knew his technique well and, in addition, he had a manual 
and a program for guidance. But, this particular audit was a poor 
effort. 


For one thing, he had spent too much time on it, and time is valu- 
able whether a man be a public accountant or an internal auditor. He 
had spent too much time because he had not properly planned his audit, 
he had not set himself a time limit, and he had not distributed his 
time according to the importance of each section of his audit. Further- 
more, his technique, to a large extent, was to examine large quantities 
of vouchers, rather than to look for possible faults by analysis of the 
reports and summaries into which the vouchers are channelled; a 
sampling of the voucher system could have assured him of the condition 
of the voucher work, and of the accuracy of the voucher analysis. 


As one might expect, his audit report was a reflection of his auditing 
technique. The report was a lengthy catalogue of minor items, inade- 
quately summarized and confusing to read. The main facts of the 
operation were ignored. The net results of this department had changed 
for the worse; volume was down; a change in operating policy had been 
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SAVE MONEY FOR YOU 


Another important reason 


for the speed and flexibility 


of Underwood Sundstrand 





Accounting Machines 





You're looking at the control plate of 
the Underwood Sundstrand Account- 
ing Machine. 

his little device controls the ma- 
chine set up . . . does virtually all the 
“thinking.” When posting Accounts 
Receivable, it tells the machine to 
add charges, subtract credits, when 
to print a Debit or a Credit Balance 
and, sales-to-date figures if necessary. 

As a result, operators are relieved 
of many tasks. They simply insert the 
forms in the Front-feed Carriage, 
enter the figures on the 10-key key- 
board, and touch a motor bar. 

From there, the control plate takes 
over ... enables the machine to com- 
plete the work automatically. 

Want to change to Accounts Pay- 
able or Payroll? Just insert a different 
control plate ... merely a matter of 
seconds. Thus with Underwood 
Sundstrand, you get speed, economy, 
and commoting flexibility. 

You get controlled accuracy, too. 
Printed evidence of accuracy is auto- 












Simplicity in Aligning Forms. Operators in- 
sert forms directly to the writing posi- 
tion in one fast, easy motion. 


matically furnished, on either a proof 
tape or an audit sheet, the instant 
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Find out the other reasons why 
Underwood Sundstrand Accounting 
Machines will save you time and 
money.Call your nearest Underwood 
representative for a complete demon- 
stration today. 
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made during the year. None of this had been analysed or discussed by 
the auditor, either as to cause or effect. In this particular company, 
and no doubt in any progressive company, management would welcome 
such an analysis by a man of long experience and trained in the tech- 
nique of gathering and interpreting facts. 


Perhaps this auditor will never do the right kind of job, although 
I think he can, if his training is right. By example, by coaching, by 
criticism, by suggestion, an internal auditor must train his men to plan 
and to attack their work with clarity and with good judgment. An 
internal auditor is always between two fires. He must ascertain and 
analyse the facts as fully as possible, while, on the other hand, he is 
always under pressure as to time. His manual will tell him how to 
do everything in perfect fashion, but his common sense will have to 
tell him the extent to which he can afford to check each item. His 
training should also be such as to develop in him a high degree of powers 
of analysis of final figures, and to develop in him a managerial view- 
point and a managerial inquisitiveness that will instinctively lead him 
to examination of the key facts of an operation. 


If the internal auditor can attack an assignment with clarity, he 
is well on the way to being able to write an audit report that draws 
attention clearly and adequately to the important items, and relegates 
the others to their relative position and space in the reports. 


Having put his finger on the matters needing managerial or super- 
visory attention, having set up his facts and conclusions in the most 
readable, complete, and attention-getting fashion, the internal auditor 
should have no difficulty in convincing his superiors of the usefulness 
of his work, and of obtaining authority to explore every field of the 
business that might warrant his examination. 

—A. J. E. Cutvp. 


ANNOUNCEMENT 


In accordance with the plan approyed by our Board of Directors 
and described in the first issue of the Members’ News Bulletin, this and 
future issues of our Quarterly will contain only technical articles, the 
President’s Page, Articles of Interest to Internal Auditors, the Reports 
of the Research and Industries Committees, and the Members’ Forum. 


National and Chapter News and other material of immediate 
interest to our membership will be published in the Members’ News 
Bulletin, which will be edited by Bradford Cadmus, our Managing 
Director. — EprrortaL CoMMITTEE. 











THE EIGHTH ANNUAL CONFERENCE 


By W. J. L. TOWNSEND 
GENERAL CHAIRMAN 


)R the first time in the history of Tue Instirute, the Annual Con 

ference this year will be held outside the United States. As most 
of our readers are already aware, the location selected by the Directors 
is Toronto, Canada. The Conference dates will be October 9, 10 and 11, 
1949. 


The choice of Toronto as Tue Instrrutre Conference City is par- 
ticularly appropriate because, being the home of our President, it is 
fitting that in his year of office he will preside as host to our members 
on the occasion of the Annual Conference, in his own country and in his 


own city. 


The June issues of The Internal Auditor from 1946 to 1948 have 
contained a preview of each year’s Conference. These previews have 
all followed a similar pattern, a tentative outline of the Conference 
program itself. Because the Eighth Annual Conference will be a dif- 
ferent Conference in many important respects, I believe that its preview 


for this issue should also be different in its presentation. 


I shall, therefore, at this time, refrain from any portrayal of the 
Conference Program and shall, instead, attempt to tell you something 
of Toronto, its surroundings, and its many and varied attractions. 
Commencing in June, each member will receive a series of monthly 
letters, which will progressively relate the details of the Conference 
program. 

Toronto, the Queen City of Canada, is naturally a great conven- 


tion center because of its advantageous location and its exceptional 


convention hotels. Toronto and its 850,000 citizens play host to more 
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than three hundred International, National and Canadian conventions 
annually. It lies midway by rail between New York and Chicago, just 
114% hours from either city, and 14 hours from Philadelphia, Wash- 
ington or Cincinnati. From an area containing 55,000,000 people, 
Toronto can be reached by rail without seriously breaking a business 
day—by air in from 2 to 5 hours. This is a geographical location that 


becomes a guarantee of large convention attendance. 


Toronto is delightful at any season of the year. It is a clean, 
interesting and attractive city to visit. It has plenty of sightseeing to fill 
the hours not occupied by convention sessions and entertainment. In 
its industrial, commercial and educational phases, Toronto is Canada’s 
leading city. Its 14 miles of frontage on the great inland sea of Lake 


Ontario provides a setting that can hardly be surpassed. 


The Royal York Hotel is a luxurious seventeen million dollar struc- 
ture which has 36,880 square feet of space devoted to convention busi- 
ness all on one floor. This provides the largest convention accommoda- 
tion on the continent. Here will be found facilities that will appeal 
to every taste, and a service and cuisine which is faultless and second 


to none. 


Unsurpassed opportunities for restful recreation and entertainment 
are found in and around Toronto. Niagara Falls and other places of 
interest can be reached within a few hours by rail or automobile. To 
those who feel the lure of Ontario’s lake heads and the hunting grounds, 


Toronto will prove a convenient stopping place on their journey. 


The foregoing is but a brief picture of Toronto, Canada. To each 
of you is expressed the earnest hope that you will resolve to attend the 
Eighth Annual Conference at Toronto in October. The unfailing 
courtesy and hospitality of our people will be yours in fullest measure, 
and we trust that the Conference Program, prepared under the auspices 
of the Toronto Chapter, will provide for you that standard of excellence 
which should pervade all things that are done in the name of “THe 


INSTITUTE.” 
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A SURVEY OF 
INTERNAL AUDITING PRACTICES 


By THOMAS W. SPICER 


CHIEF OF AUDITING METHODS AND RESULTS 
WESTERN ELECTRIC COMPANY, INCORPORATED 





A Graduate of Georgetown College, Mr. Spicer joined the Western 
Electric Company in 1929. His experience with the Company includes 
engineering, special cost studies and supervisory assignments in the 
accounting and internal auditing departments at several manufacturing 
locations, and, at present, he is Chief of Auditing Methods and Results. 

Mr. Spicer is a member of and has held offices in the New York 
Chapter, N.A.C.A. He is a speaker, and a contributor to various tech 
nical publications; and as a member of Tue Institute, he has been 
active in the New York Chapter. 











OST of us will readily admit that internal auditing is an art rather 

than a science; an art involving the systematic application of 
knowledge, skill and judgment. Since all of these are relative qualities 
capable of development according to the individual’s ability and oppor- 
tunity, none of us can safely assume that we have reached a state of 
perfection in the organization and practice of internal auditing. 


In our company we decided about the middle of 1948 to study our 
own job for possible improvements, starting with a survey of internal 
auditing as carried on by a number of firms believed to have made 
considerable progress in the art, and hoping in the cooperative exchange 
of ideas to develop information which would be mutually useful. The 
selection of companies to be studied was based on suggestions from Mr. 
Victor Brink plus our own knowledge of forward-looking organizations 
in the internal auditing field, keeping in mind also a deliberate mixture 
of manufacturing and marketing activities. The survey covered eight 
companies involving over one million employees in total and over a 
thousand internal auditors (not all of whom were on the staff of the 
chief auditor). 


Our inquiries included such topics as: 
General organization and responsibility 
Ratio of auditors to other personnel 


*Paper given at a New York Chapter Meeting. 
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The Internal Auditor 


Comparative usage of traveling and resident auditors 
Source of auditing talent 

Training practices, rotational outlets 

Special conditions of employment 

Scope and frequency of audit coverage 

Technique of general audit approach 

Audit reports and manuals 

Coordination with line organizations, follow-up action, etc. 


It would be impractical and possibly inappropriate to refer here to 
all of the points covered in the survey, but it may be worthwhile to select 
a few of the topics believed to be of general interest and to report the find- 
ings from an impartial standpoint with only such additional comment as 
seems to be in order because of the outstanding novelty of some of the 
features. I do not think we ought to state our own conclusions or to 
mention specifically the companies surveyed, because there are many 
differing conditions in industries, company characteristics and indi- 
vidual situations which would make it unwise to indicate that any 
one answer might apply to the same problem under all conditions, or 
even under apparently similar conditions in different companies. It 
is very difficult, as well as unrewarding, to try to tell someone else how 
to run his business without knowing all the local facts; the only selling 
job I would like to undertake would be to urge others to examine their 
own auditing practices in the light of some of the questions raised 
during this study and to reach their own productive conclusions based 
on an unbiased self-appraisal. 


SURVEY FINDINGS 


1. To Wuom Does Tue Curer AupiTror Report? 


There is much support, in books and articles on company organiza- 
tion, for the viewpoint that the internal auditing group should report 
directly to a vice president, the president or even the board of directors. 
Such a plan is viewed in some quarters as providing the degree of inde- 
pendence necessary for the successful operation of the internal auditing 
function. However, none of the eight companies covered in this study 
has adopted this lineup. In two of the cases the chief auditor reports 
to the treasurer, and in the other six, to the controller. 


When questioned as to their own private views on this point, all 
of the chief auditors approached indicated a strong preference for con- 
tinuing the same line of responsibility. They felt that they were experi- 
encing no difficulty under the present arrangement, that their critical 
function with respect to accounting and financial matters was in no way 
restricted by the nature of their supervision, and that they received 
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more intimate and interested attention from their present supervision 
than they would under some other arrangement where they felt the 
relationship would be more detached. It was the consensus that the 
treasurer and controller are more cognizant of the accounting and 
financial problems which still make up the greater part of the internal 
auditor’s field of interest; and that, at the same time, the modern con- 
troller and treasurer are not confined strictly to the limits of accounting 
and financial matters but are regarded as executives of the corporation 
as a whole and therefore can be instrumental in effecting an expansion 
of auditing effort beyond traditional boundaries where such expansion 
is warranted. 


2. How Many INTERNAL AupITorRsS? 


As might be expected, considerable variation was found in the ratio 
of total internal auditors to total number of people in the respective 
companies. Assuming that all the companies studied had geared their 
auditing forces to provide adequate coverage without any substantial 
degree of overmanning (and this can only be a point of judgment rather 
than exact determination), it was still not easy to correlate the varying 
ratios with the different types of operations. If there was any relation- 
ship, it was apparently to be found in a combination of the relative 
complexity of operations, the relative dispersion or geographical sepa- 
ration of operations, and the degree to which the internal auditors 
interest themselves in fields other than accounting and financial. 


Including auditors reporting to both the chief auditor and to various 
operating division supervisors, the average among the eight companies 
studied was almost exactly one auditor to one thousand of total per- 
sonnel, which was an interesting observation because several times we 
heard this ratio mentioned as a traditional rule of thumb although its 
actual use as such was completely rejected. It may be that the knowl- 
edge of this superficial ratio, whatever its origin, has unconsciously been 
an influence in determining the size of the audit force in some cases, 
although this is only speculation. We thought it was interesting to 
note that in one company where mathematical auditing standards 
appeared to have been developed to a relatively high degree, the general 
rule has been established that any individual location involving 1200 
people ordinarily justifies the full time of one internal auditor, with a 
sliding scale arriving at about three auditors for a location of 5000 
people. This particular rule may have no application elsewhere but it 
opens up the question whether the future development of internal audit- 
ing should not include research into the practicability of providing 
some basis for setting standards against which the size of the auditing 
force can be reasonably measured, 
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3. TRAVELING or REsIDENT AupITorRs? 


We found a general awareness of traveling as a problem, both 
from the expense and the personnel relations angle. This awareness 
was evident in the eight companies studied and also in a review of senti- 
ment among delegates at the recent I.I.A. conference in Chicago; it was 
pretty freely admitted that the proportion of his time an internal auditor 
must spend on the road away from his family has a direct bearing on 
his feeling of satisfaction in the auditing job and consequently on the 
attraction of the internal auditing field for desirable candidates. 


Six of the eight companies surveyed have resident auditors making 
up a substantial percentage of their total auditing force with the travel- 
ing problem for the resident people being only one of short trips 
and therefore only a minor item. Two of the companies use traveling 
auditors exclusively and one of these felt that when and if an expansion 
in the size of their present locations would justify the use of full time 
resident auditors they would prefer to go to this plan. Actually the 
term “resident auditor” is somewhat of a relative description; for all 
practical purposes it would mean either the establishment of an audit- 
ing force at a factory location with no regular traveling at all, or the 
establishment of limited zones with auditors resident at convenient 
points from which travel will be of limited duration and moderate 
frequency. 

The question of the independence of the resident auditor, fre- 
quently raised by those who advocate the wholly traveling force, was 
not regarded as a major problem by those who employ the resident plan 
in view of their generally satisfactory experience. However, one com- 
pany, to head off potential problems, has adopted the plan of exchang- 
ing key auditors among factory and sales locations for one month of 
each year during which time the visiting auditor makes significant 
checks which may increase his own educational background as well as 
pointing up new items of interest for the resident man; another com- 
pany which has the zone system transfers the one or two auditors resi- 
dent in each zone to a different zone after a period of two years has 
elapsed. 

The majority feeling on the question of traveling versus resident 
auditing effort was that, except for special conditions in company organ- 
ization or terms of employment, it is desirable to establish auditors in 
fixed locations or in definite zones where the traveling load can be 
equalized among all members of the staff and individual trips can be 
shortened. The advantages of the resident plan include some reduction 
of traveling and subsistence expense, although this is not ordinarily a 
substantial saving since the supervisors themselves must keep in close 
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touch with their people and usually the auditors still have short trips 
to make; the primary benefits are in increased employee satisfaction 
and the greater attractiveness of the auditing job for high type person- 
nel. It was apparent that the adoption of the resident plan was viewed 
by the majority as requiring some care in avoiding loss of independence 
and that in the absence of the opportunity for comprehensive education 
in the company’s business admittedly afforded by the traveling job in 
most cases, special attention must be paid to providing broad company 
training. 

4. AupitiInc PersoNNEL REpoRTING TO OPERATING DEPARTMENTS 


Of the eight companies surveyed, it was found that in three of 
them there were persons doing internal auditing work under the direc- 
tion of supervisors other than the chief auditor; that is, heading up to 
the local operating or divisional manager through one channel or 
another. These people were in addition to the chief auditor’s force and 
the practice appeared to coincide with organization plans under which 
factory and divisional accounting people, for instance, reported to divi- 
sional operating managers rather than directly to the company con- 
troller. Opinions on the merits of separate auditing forces were varied 
and positive. Some of those who did not have such a distinction were 
violently opposed on the grounds that the two types of organizations 
would be overlapping and that there would be a real loss of inde- 
pendence. One company president issued orders that there should be 
no auditing work done except by the chief auditor’s organization. 
Another source said “We just wouldn’t have it!” 


Where the two kinds of auditing organization exist it was evident 
that there was at least a tendency toward duplication of effort. In 
one company the chief auditor had found it necessary to call a series 
of conferences with operating supervision in order to agree upon a 
division of duties between his people and the auditors locally reporting. 
In another case, the chief auditor’s organization prepares the auditing 
manual and the program for the operating auditors in order to avoid 
an overlapping of duties. In all cases studied, the chief auditor's staff 
reviews closely the functions of the operating auditors, inspects their 
reports, appraises the quality of protection afforded by their investiga 
tions and decides upon the necessity for additional coverage on the 
part of the chief auditor’s staff. 


Allowing for the difference in company organization plans (the 
centralized as against the decentralized accounting setup) and their 
effect in establishing a natural bias, the balance of opinion appeared 
to be that where the accounting function -eports to local operating man- 
agement rather than to the company controller the operating admin- 
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istration should have the privilege of making whatever auditing checks 
they believe are necessary in order to preserve management control, 
subject to over-all review and possibly some advisory action by the chief 
auditor’s organization. It was apparent that in such cases strong mea- 
sures may have to be taken to avoid duplication of effort and therefore 
unnecessary expense to the company as a whole. 
5. Aupiror RECRUITMENT, TRAINING AND EXCHANGE 

Practices with regard to auditor recruitment were especially 
varied. At one end of the scale it was preferred to obtain auditing 
talent solely from outside the company on grounds that people from 
the line organizations do not have (and do not readily acquire) the 
auditing viewpoint, are too disposed to waive minor departures from 
company instructions as being immaterial, are likely to pass loosely 
controlled routines in the name of practicability and in general are 
more impressed with the standards of production than the standards 
of inspection. At the other extreme, some companies preferred to 
obtain all of their auditing candidates from other organizations within 
the company; they wanted people who understand company organiza- 
tion and problems, preferring the broader viewpoint to that of the 
traditional auditor with little or no operating experience and who is 
inclined to be more meticulous. It is difficult to reconcile these oppo- 
site viewpoints except to report that there were also companies who 
drew auditing talent from both sources according to circumstances and 
undertook to avoid both the excessively liberal and the overly meticu- 
lous attitudes by training and example. 


The most novel practice found was that of one company which 
recruits outstanding men from accounting and operating organizations 
regardless of rank or salary status, establishes a definite limitation of 
two and a half years on the auditing job and transfers the men back 
to their previous or some other organization at the end of that period. 
The timing of such moves is regulated so that the impact of turnover 
on the force is minimized, vigorous supervision is employed and the 
auditors work in teams, each educating the others in the type of opera- 
tions related to his previous experience. With this combination of 
factors the company feels that a thorough audit job is accomplished by 
high-type men recognized as being material for further promotion, who 
are enthused at having a specific period in which to acquire additional 
training and who are eagerly sought for other jobs throughout the com- 
pany at the end of their assignments, never remaining on the audit 
staff as dead wood. The company believes that by obtaining men with 
superior natural ability and with a thorough-going experience in the 
operating phases, these qualities, plus the frequently renewed fresh view- 
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point offset the advantages of “career auditing” in carrying on the cur- 
rent auditing function while also contributing to the company’s reserve 
of broadly trained personnel. Incidentally, it was felt that in this case 
the definite time limitation on the auditing assignment removes the 
usual resistance to traveling, as the employee can stick it out for two and 
a half years when he knows it will not continue beyond that time. 


The majority of the companies surveyed felt a necessity for provid- 
ing frequent exchanges between auditing and other organizations of 
the company to build up the potential value of the individual, and 
generally felt that they could probably do more than they are now 
doing along this line. There is apparently a natural struggle between 
the desire to produce a higher type of employee for the company as a 
whole (recognizing the value of internal auditing as a training ground) 
and the sense of responsibility for doing an effective audit job with a 
stable and experienced force. However, the trend of thinking appeared 
to be that too much stability in the force tends to freeze personalities 
and hamper development and that a reasonable turnover in force, based 
on rigid standards of selection, increases the general auditing morale 
and builds up the audit job in the eyes of other organizations as an 
attractive working and training opportunity.* 

6. Aupir CovERAGE AND APPROACH 

All of the eight companies reflected what appears to be the modern 
trend toward the extension of audit activity beyond purely financial 
and accounting boundaries. In some cases this expansion was estab- 
lished by executive order making it clear that the auditors were empow- 
ered to investigate any and all phases of the business without hindrance, 
but in the majority of cases the result was being gradually accomplished 
by the “selling” of auditing services in various fields, demonstrating the 
value of applying the trained auditor’s observational faculty to operat- 
ing subjects even though the auditor might not have specific technical 
training along the respective lines. We found examples of produc- 
tive surveys of the business practices and controls in such fields as pur- 
chasing, traffic, disposition of surplus and scrap materials, pricing pro- 
cedures, wage incentives and advertising, for instance. It was interest- 
ing to note the benefits that could be derived from such studies with the 
exercise of energy, an inquiring mind, and plain common sense unforti- 
fied, in many cases, by prior technical knowledge of the subject. 
*Nore: The foregoing section brought out considerable comment in the discussion 

period following the talk itself. Although the remarks were about evenly 
divided, pro and con, on the subject of auditor recruitment from operating 
organizations, limitations of tenure and frequent exchanges between operat 
ing and auditing, it was evident that there remains considerable skepticism 


as to the merits of such movement and some feeling that auditing should 
be regarded as a career job.—T.W.S 
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The auditing organization of one company has undertaken to 
strengthen its position in dealing with non-accounting subjects by 
employing on the audit staff specialists in industrial engineering, traffic, 
etc., who conduct surveys along their own lines as well as assisting the 
other staff auditors on problems which may arise in their specialties. 
Another company with a similar objective conducts such surveys on a 
joint basis with technical organizations by using a survey team on 
which an auditing representative and a teammate from the wage 
incentive or traffic department, for instance, are included. 


We found an interesting example of audit approach and reporting 
in one company which may be particularly applicable to a factory 
where one or more auditors are in residence. Here, instead of arrang- 
ing for a single subject audit (like payroll or vouchering) to be carried 
through in one continuous flow for the entire organization, all of the 
audit subjects were broken down into relatively small segments, each of 
which was to be completed in a few days. The audit program was 
arranged so that a segment of each subject will generally be covered 
every month and, within a space of two, or at most three months, all of 
the subjects on the annual program will have received some attention. 


In connection with this plan they have worked out standards, for 
example, of two auditing man-days per month on payroll audits for the 
first five hundred accounts at the location, and one additional man-day 
for each additional five hundred accounts. In the absence of unusual 
findings which would make it necessary to abandon pre-arranged plans, 
they would ordinarily expect to put in the number of days indicated 
in these standards every month. The results of each audit segment were 
taken up with the operating departments immediately for local action 
and a single report was issued at the end of each month covering all 
of the audit work completed during that period. The objective here 
was to maintain the auditing inspections on as current a basis as pos- 
sible, to keep in the immediate auditing focus as many different subjects 
as possible (in smaller installments, of course), and to be able to 
furnish a comprehensive report by all subjects in the shortest practical 
time cycle. The arrangement had been in effect for several years 
and appeared to be working very well indeed in this company. 

7. Aupir Reports AND MANUALS 


Report style and appearance in the eight companies were extremely 
varied, from brief statements of conditions, in bulletin style, to attrac- 
tively bound folders which included material on the scope of the audit, 
a summary of findings, detailed narrative and statistical exhibits (some 
with pictures). The supporters of the short form felt that their execu- 
tives would be impatient of “dolled-up” reports and are interested in 
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the bare facts only, to be presented on one page, if possible; the other 
group felt that the more elaborate preparation helps attract attention 
to the report and induces a favorable reception for its contents. [Most 
of them were pretty well satisfied that they had the right answer as 
far as their own situations were concerned. Other than appearance, the 
points of majority agreement were these: 


1. At least for recurring audits, it is superfluous to include intro- 
ductory matter on the description of the audit, scope, size of 
samples taken, etc. Management expects that the auditors will 
know how to approach the job and how to utilize the sampling 
and other review techniques without having to be assured on 
this point in every report; get down to the findings as quickly 
as possible. 


to 


If it is necessary to explain the findings at some length in the 
body of the report for the benefit of the audited organization, 
provide a skeleton summary for executive use which will very 
briefly outline the pertinent facts. 

5. In order to be most effective the report should reflect the results 
of meetings with the organization involved, immediately fol- 
lowing the audit investigation, and should include operating 
comments as to remedial action planned; this was generally 
regarded as contributing to a more satisfactory report than the 
type which merely criticizes without implying the nature of 
corrective measure to be expected. 


Except for recording the operating organization’s comments or 
plans in the audit report, the auditors in the majority of companies 
studied have no specific follow-up responsibility; this is left up to the 
management responsible for the work audited. Several of the com- 
panies followed the general plan of addressing the report to the appro- 
priate administrative officer with the requirement that copies of his 
correspondence to and from the field organization on the subject be 
routed to the chief auditor for inclusion in the auditing file and for 
reference the next time the subject is reviewed. It was clear that the 
majority looked on the auditing role as being confined to observing, 
reporting and suggesting rather than initiating corrective action. 


As for the auditing manuals, we found relative uniformity for a 
change. One large company had no manual at the moment but it was in 
the preparation stage. Such points of disagreement as we found were 
minor and mostly localized in nature. Majority opinion concurred 
that the manual should be regarded, not as a training course for new 
employees, but as a guide for the relatively experienced auditor and 
therefore that the audit directions for each subject should primarily 











22 The Internal Auditor 


state the purpose of the audit, followed by only those specific check 
points believed to be basic and indispensable. There was general agree- 
ment that it is undesirable to furnish the auditor with a complete bill of 
particulars for reviewing any subject, but rather that supplementary 
checking beyond the basic points should be left to his own judgment; 
it was felt that a completely detailed listing of the audit operations 
tends to produce a routine job and to discourage independent thinking. 


To summarize briefly, here are some of the points which I should 
think almost any internal auditing organization could use as a basis for 
progressive self-analysis: 


1. Methods of gearing the auditing force numerically to the size 
of the company as a whole; consider the practicability of estab- 
lishing reasonable quantitative standards which will ensure 
adequate auditing, while maintaing economy in the size of 
the auditing force. 


to 


Are we satisfied that we have provided an equitable distribution 

of the traveling load and in this connection have we explored 

thoroughly the use of the resident or zone type of organization 
for possible improvements in economy, auditing effectiveness 
and personnel relations? 

5. If some of the internal auditing personnel in the company 
report to other supervision than the chief auditor, do we have 
the proper co-ordination to avoid expensive duplication and at 
the same time to provide the necessary auditing coverage? 

4. Can we benefit the organization by developing additional audi- 
tor recruiting sources, and by utilizing more frequent inter- 
organization transfers to improve auditing morale and to obtain 
fresh viewpoints, taking advantage of skills and experience 
built up in other assignments? 

5. Are we sure the audit program is arranged in the most effective 

work pattern to ensure that the audit findings will be fresh and 

timely? Are our reports getting across, do they command 
respect and do they wrap up the problems and solutions in one 
package to the extent practicable? 


As I mentioned earlier I do not believe that any speaker or writer, 
standing at arm’s length, can presume to tell others just how their 
internal auditing work should be conducted. However, I do feel that 
all of us could profitably examine our own auditing fields in the light 
of the thoughts discussed here, and doubtless others which will suggest 
themselves, in order to see whether an improved effectiveness cannot 
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be attained. We may come to conclusions which agree with the find- 
ings in some of the cases reported here, perhaps to different conclusions; 
the important thing is never to decide that we have reached the limit 
of development but rather to devote continuing thought to the search 
for further progress in this relatively new field where so much remains 
to be done. 


INTERNAL AUDITING 


The progress of internal auditing is largely dependent upon two 


factors: 


1. A greater appreciation on the part of management of the 
utility of internal auditing and its invaluable worth as an 


aid to effective management. 


to 


The extent to which internal auditors increase their know!- 
edge and skill, improve their professional techniques, and 


enhance their value to management. 


The internal auditing profession can bring these objectives to a 
realization by concentrating directly and intensively upon the second 
factor. The degree of success achieved in this respect will indirectly 
accomplish proportionate effects on factor number one. 


Eart H. CUNNINGHAM. 
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Sis INsTITUTE OF INTERNAL AupiTors is to be congratulated for its 
major part in the development of the philosophy and techniques 
of internal auditing. 

The “Statement of the Responsibilities of the Internal Auditor,” as 
prepared by your Research Committee and approved by your Board of 
Directors in July, 1947, today is the most authoritative summary of the 
basic concepts of modern internal auditing practice. Your organiza- 
tion is a new organization. As the scope of your work, the need for 
your services, and the position you have in our business structure 
become more clearly defined and recognized, changes in your concepts 
and standards will be required. It is difficult for me, as a public 
accountant, to say or attempt to prognosticate what the future of inter- 
nal auditing will be, or what should be its ultimate goal. And frankly, 
perhaps we should not attempt to do so. Corporate accounting and pub- 
lic accounting have not been static. They have been fluid and have 
developed as the needs of business and society demanded. Internal 
auditors should be in a position to move with the changes in accounting 
and business techniques and practices. Much of your progress will 
depend upon the ability of the men in your field and their capacity to 
produce useful information for management with respect to production, 
sales, and other related administrative matters that are associated with 
accounting data. 


*Paper presented at a meeting of the Detroit Chapter. 
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The “Statement of the Responsibilities of the Internal Auditor” does 
not deal with the relationship between internal auditors and public 
accountants. To me, however, it is implicit that cooperation between 
these two groups is necessary if the functions and responsibilities of the 
internal auditors are to be properly developed, and if effective use of 
their services and of the services of public accountants is to be obtained. 


The development of the philosophy and techniques of internal 
auditing has been rapid since the beginning of the last world war. The 
problems of the independent public accountants have become in certain 
respects problems of the internal auditors. Internal auditing depart- 
ments have become an important part of the effective system of internal 
check and control, particularly where a concern has numerous plants 
or offices. Reference to the importance and effect of adequate internal 
auditing on public accounting procedures is contained in a special 
report of the Committee on Auditing Procedure on “Auditing Stan- 
dards — Their Generally Accepted Significance and Scope.” That 
report, which was issued in October, 1947, states: 


“Where an internal auditing department exists the inde- 
pendent auditor very properly accords that fact appropriate 
weight in selecting and applying his auditing procedures.” 

Recognition of the usefulness of internal auditing by the public account 


ants has, I believe, encouraged the further development of this part of 
our business structure. 


The American Institute of Accountants also published late in 1947 
six case studies in auditing procedure prepared by individual members 
of the Committee referred to above. It is significant to note that in 
one of these studies relating to the audit of a public utility the scope 
and extent of the audit procedures followed by the public accountants 
was guided by the independent tests that were made by the company’s 
internal auditors. Particular mention was made to their tests of the 
accounts receivable and pay rolls. 


The Committee on Auditing Procedure has now under considera- 
tion two bulletins, the eventual release of which will be of particular 
interest to internal auditors. One bulletin includes a rather compre- 
hensive discussion of the meaning and principal elements of internal 
control. Further study and discussion of this report by the accounting 
profession and industrial accountants and internal auditors after it is 
issued will lead to progress in dealing with this mutual problem. 


The Committee has also been asked to review the extent to which 


public accountants can rely upon the audits made by internal auditors. 
I think it is important that this phase of accounting practice be further 
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developed. Greater cooperation between public accountants and inter- 
nal auditors in this respect is necessary if corporations are to receive 
the maximum benefit of the related services of both groups. 


Public accountants and internal auditors are both faced today with 
meeting the problems arising from our ever-changing economic struc- 
ture. The progress and development of this nation has been largely 
attributable to a belief in the profit motive. Explaining the profit 
motive and justifying its existence is one of the important problems 
facing us today if we are to avoid the threat of other “isms” to our 
American system of free enterprise. The profit motive is exemplified 
in the corporate form of business enterprise as we know it, and it is 
through corporations that a large percentage of the people participate in 
the profit system and receive its benefits. 


Any explanation of this basic philosophy has many ramifications. 
Here we are only concerned with one phase of this problem — that 
is, the reports of corporation activities which must be directed to all of 
the public, including stockholders and employees. 


From what we read and hear, profits are not understood generally 
by the mass of the people, and even in some cases apparently by those 
who are in a position to know. The continuance of the existence of 
any corporation is dependent upon its ability to make profits, and in 
order to provide an incentive to stockholders these profits must be suffi- 
cient to provide a reasonable return on invested capital. Profits also 
must be sufficient to provide reserves in good times to meet the needs of 
bad times. 


The problem of financial reporting is not simple. It not alone 
requires public education, but more informative financial statements. 
And at this point it is only fair to say that accountants, both public and 
private, have been aware of this situation. Considerable attention has 
been given to improving the language and content of corporate reports 
and financial statements in order to make them understandable to the 
non-informed and to make them more informative to the expert. 


Many changes in accounting terminology and in the method of 
presentation of financial statements are to be noticed in recent pub- 
lished reports. Further progress in this direction can only be limited 
by the initiative and imagination of accountants. Because of their 
close contact and familiarity with the activities of corporations, internal 
auditors should participate and take a more active interest in this pro- 
gram. 


I believe the first significant change was the substitution of the 
title “Statement of Earnings” or “Statement of Income” for the old cap- 
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tion “Profit and Loss Statement.” The words “profit” and “loss” when 
used together are contradictory. The use of the term “net profit” is 
also being gradually discarded and the words “net earnings” or “net 
income” have been substituted therefor. A bad connotation has been 
attached to the word “profit”; the word “earnings” tends to express 
more carefully to the public what is inherent in the profit motive. 


Consideration should also be given to a wider use of the old “where 
got, where gone” statements. These statements of cash receipts and 
disbursements seem to present to the uninformed reader a better picture 
of what the corporate process involves. 

All of us are familiar with the terms “cost of product sold” and 
“selling, administrative, and general expenses.”” These terms in them- 
selves are only informative to the trained accountant, and in some 
cases not even to them in that the classification of such costs and 
expenses is not uniform among all corporations. There has been a 
tendency to break down such costs and expenses into their natural 
divisions and to show in the income or earnings statements the amounts 
applicable to employment or pay roll costs, taxes, and other expense 
items. 


The American Institute of Accountants has not been inactive in 
this project of more informative financial statements. Obviously, they 
cannot take a definite stand on those changes that require public accept- 
ance until it has been demonstrated that the suggested changes are in 
the interest of everyone concerned. The internal auditors are in a dif- 
ferent position. They can proceed ahead of the public accountants and 
actively encourage experimentation in the field of understanding finan- 
cial statements. Suggested changes should have a thorough trial before 
they are discarded or universally adopted. 

In October, 1948, The Committee on Accounting Procedure issued 
Bulletin No. 34 relating to the use of the term “reserve.” This word 
has been used in financial statements in four senses; often all four 
senses appear in the same statement. The Committee on Terminology 
recommended that its use be limited to those situations where “an 
undivided portion of the assets is being held or retained for general 
or specific purposes” in the sense that such reserves represented appro- 
priations of retained earnings. The Committee recommended discon- 
tinuance of the use of the term as it has been applied to so-called “valua- 
tion reserves” and “liability reserves.” It also was suggested that the 
word not be used in income statements in connection with depreciation, 
bad debt, and other charges. 


The Committee on Terminology also has under discussion the use 
of the terms “surplus,” “earned surplus,” and “capital surplus.” In 
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all probability the suggestion will be made that the term “capital sur- 
plus” be replaced by terms which will indicate the origin of the con- 
tributed capital, and that the term “earned surplus” be replaced by 
such terms as “earnings” or “income” or “profits retained and rein- 
vested in the business.” 


In this connection it is interesting to note the increasing use in pub- 
lished reports of the terms “stockholders’ investment” or “stockholders’ 
interest” in place of “capital stock and surplus” in order to better 
portray the function of the investor in our corporate form of business 
enterprise. With this thought also in mind, there has been some use 
of the “Statement of Financial Position” or “Statement of Financial 
Condition” instead of the customary “Balance Sheet.” The “State- 
ment of Financial Position” not alone emphasized the total capital of 
owners that was invested in the business, but it was an attempt to 
dispel from the layman’s mind the mystery why the sum of the assets 
or debits had to equal the sum of the liabilities or credits. 


The basic trend in corporate reporting in recent years has been 
the increasing importance of income statements and the sharpening 
of our concepts of income. 


With the growth of this nation our business economy has become 
increasingly more complex. And because of the importance of the cor- 
poration in our economy, corporate executives, economists, accountants 
and others must continue to recognize the need for proper and adequate 
interpretation of corporate operations and earnings, if the corporate form 
of business organization, as we know it, is to continue. The internal 
auditors must continue to assume their part in this responsibility. 


During the past four years the Committee on Accounting Pro- 
cedure has issued eleven Accounting Research Bulletins that were par- 
ticularly related to the problem of increasing the significance of the 
income statement and providing for a finer determination of corpora- 
tion income. These Bulletins have not answered all of the problems 
that have been raised and, in fact, they could not do'so with the chang- 
ing conditions of our times. They have, however, narrowed the field 
of permissive practice among accountants and among corporations and, 
by doing so, have removed much of the basis for criticism of published 
financial statements and have increased their comparability between 
corporations. 

I believe it is appropriate at this time to state the philosophy upon 
which Accounting Research Bulletins are issued. These Bulletins rep- 
resent the considered opinion of at least two-thirds of the twenty-one 
members of the committee. Except in certain requested cases, they 
have not been formally adopted by the membership of the American 
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Institute of Accountants. The authority of the Bulletins rests upon 
the general acceptability of the opinions so reached and the prestige 
of the committee members. It is recognized that any general rules 
laid down in these Bulletins may be subject to exception; however, the 
burden of justifying departure from accepted procedures must be 
assumed by those in the profession who adopt other treatments. 


I do not propose to deal with all eleven of the Bulletins referred 
to above, but to discuss only those that I believe are particularly impor- 
tant to internal auditors and directly applicable to certain phases of their 
activities. 

Bulletins Nos. 23 and 24, issued in December, 1944, dealt with the 
theoretical aspects of accounting for income taxes and intangible assets. 


Three of the Bulletins (Nos. 25, 26, and 27) related to problems 
arising from the war. Bulletins Nos. 25 and 26 dealt with the account- 
ing for terminated war contracts and special war reserves. Bulletin 
No. 27 covered the problem of emergency facilities that had been fully 
charged off on the books, and I will have occasion to refer to it later 
on in this discussion. 


The subject matter of Bulletin No. 28 (July, 1947) was the 
accounting treatment of general purpose contingency reserves. Reserves 
of this character had been increasingly suspect over the years. In the 
past this had been the most commonly used method of shifting or 
equalizing income from one year to another on a purely arbitrary basis. 
The practice has been condemned generally, but has not ceased com- 
pletely. The Bulletin specifically set forth that provisions for such 
reserves should not be included as charges in determining net income. 
If such reserves are to be set up (1) they should be created preferably 
by a segregation or appropriation of surplus, or (2) they may be 
created by an appropriation of net income, but this is less desirable. 
(The Committee later recommended the adoption of the first method, 
and I will come back to that shortly.) The Bulletin also stated that 
costs or losses should not be charged to such reserves, and that when 
these reserves or any part thereof were no longer considered necessary, 
they should not be included in income for the year. 


Accounting Research Bulletin No. 32 decided against the all-inclu- 
sive or historical concept of the income statement and favored the 
prospectus or current operating performance concept. The Bulletin 
stated that, while there is a general presumption that all items of profit 
and loss recognized during the period are to be used in determining 
the figure reported as net income, yet, if extraordinary items of cer- 
tain types are encountered, it would be quite proper to exclude these 
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from the determination of net income. The Bulletin left it optional as 
to whether the excluded items would be shown in the income statement 
after net income was arrived at, on the one hand, or in the surplus 
statement, on the other hand. 


In reviewing the reports for 1947, the Committee found, where 
the items were shown on the income statement following the deter- 
mination of net income, that many people often quoted the resultant 
remaining figure as the net income in spite of the fact that the income 
statement (and the public accountants) labeled another figure as the 
net income. It was felt by the Committee that this was an abuse that 
must be remedied as far as possible. Accordingly, the Committee 
issued Bulletin No. 35 in October, 1948, to the effect that additions or 
deductions of items which are properly excluded from the determina- 
tion of net income should not, hereafter, be shown in the income state- 
ment but that they should be shown only in the surplus statement. 


In July, 1947, Accounting Research Bulletin No. 29 was issued 
dealing with inventory pricing. Accounting practice has probably 
varied as much in the field of inventory pricing as it has in any other 
phase of corporation accounting. The main purpose accomplished by 
this Bulletin was that it more critically defined the acceptable methods 
of inventory pricing. 

The greatest difficulty so far experienced in understanding this 
Bulletin has been with the definition of the term “market,” as used in 
the phrase “lower of cost or market.” It was the Committee’s view 
that “market” should be interpreted as indicating utility on the inven- 
tory date which would be measured primarily by the current replace- 
ment cost. The Committee did, however, recognize two situations where 
the use of current replacement cost would not be appropriate as a 
measure of utility and therefore would not result in a proper determina- 
tion of income. 


The first situation arises when current replacement cost is less than 
the expected realizable value. This would be true where a company 
has reason to believe that, after allowing for a normal profit, it will 
realize a net amount greater than current replacement cost, as for 
example in the case of production under firm sales contracts at fixed 
prices. The use of current replacement cost in this situation would 
result in an understatement of inventories and income for one year, 
with a consequent overstatement of income for a succeeding year. 
Accordingly, the Bulletin provides that inventories shall not be written 
down below cost if they are expected to be sold at a price which will 
recover cost and a reasonable profit; that is, “Market should not be less 
than net realizable value reduced by an allowance for an approximately 
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normal profit margin.” This delineation of the lower of cost or market 
theory is extremely important as, under the old philosophy, “lower of 
cost or market” would have been generally interpreted to require the 
writedown to replacement cost when such cost was less than original 
cost. 


The second situation arises when current replacement cost is 
greater than the expected realizable value, after allowing for costs of 
completion and distribution. In this case, realizable value is believed 
to be a more appropriate measure of utility. The use of current replace- 
ment cost in the second situation would result in an overstatement of 
inventories and income for one year, with a consequent understatement 
of income for a succeeding year. Accordingly, the Bulletin specifically 
provides for the writedown of inventory below cost or current replace- 
ment cost when the use of such costs would not provide for the recovery 
of costs of completion and disposal; that is, “Market should not exceed 
the net realizable value (i.e., estimated selling price in the ordinary 
course of business less reasonably predictable costs of completion and 
disposal).” The important distinction between this situation and the 
first situation is that the Committee did not believe in the last case that 
it was also proper to provide for a normal margin of profit in determina- 
tion of the amount at which the inventory was to be carried. 


It is interesting to note that if the Committee had taken the posi- 
tion that inventories should not be written down to a basis which pro- 
vided for some margin of profit, then it would have been forced to con- 
demn the retail inventory method. The policy of pricing inventories 
on the basis of the lower of cost or “recoverable cost” less a normal 
margin of profit has long been followed in the department store field. 

Another interesting and practical aspect of this Bulletin is the 
formal statement that the rule of “cost or market, whichever is lower” 
may properly be applied either directly to each item or to the total 
of the inventory. The method to be followed should be that which 
most clearly reflects periodic income. 

We all know of cases where corporations sell so-called “loss 
leaders” and, by doing so, create a greater demand for their other 
products. It seems to me that in this case there would be no require- 
ment to write down the inventory carrying amounts of the “loss 
leaders” to a “recoverable cost” basis or to a basis providing for a normal 
profit margin, assuming, of course, that all distribution costs and a 
normal margin of profit are recovered on the sale of the other products. 
A similar situation would be the case where corporations, as a part 
of a public relations program, continue to manufacture service parts on 
practically a special-order basis for models that have long become out- 
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moded, and sell these parts at prices which are considerably less than 
the cost, but which compare favorably with prices of current service 
parts. 


The Bulletin also provides that accrued net losses on firm purchase 
commitments for inventory materials are to be measured in the same 
way as are inventory losses, and are to be recognized in the accounts. 


The issuance of Bulletin No. 29 established authoritative criteria 
to be applied by public accountants in their tests of the inventory pric- 
ing policies of corporations. Insofar as the internal auditors are 
charged with the responsibility of satisfying themselves as to the accur- 
acy and propriety of income statements, the Bulletin should be equally 
important to them. The use by corporations of generally accepted 
formulae for the pricing of inventories should not alone facilitate the 
work of the public accountants, but also that of the internal auditors in 
their review and ana! -sis of financial statements and operations of 
corporations. 

A corollary to the inventory pricing problem was developed in 
Bulletin No. 31, issued in October, 1947, relating to the use of inventory 
reserves. This Bulletin dealt with reserves created out of current earn- 
ings to absorb losses feared or anticipated in the future with respect 
to inventories on hand or in connection with future purchases. The 
Committee in this instance took the position that inventory reserves 
created for such contingencies without regard to any specific losses that 
reasonably could be related to the current period should not enter into 
the determination of net income for the year. In the Bulletin the Com- 
mittee recommended (as it did in Bulletin No. 28 relating to general 
purpose contingency reserves) that inventory reserves of the character 
described should be created by a segregation or appropriation of surplus 
and that no costs or losses should be charged to the reserve and no part 
of the reserve should be transferred to income or in any way used to 
affect the determination of income for any year. 


The issuance of the Bulletin should tend to prevent recurrences 
of those situations where one corporation would set up reserves out of 
income and another corporation in the same position would not set up 
the reserves, thereby giving support to the charge sometimes made that 
income could be reported on the basis desired by the management. Sit- 
uations of this kind, where permitted, hinder the comparison of past and 
future operations of the company creating the reserve, and also any 
comparison of their financial statements with those of other companies 
in the same field. 


The criticism has been made that the position taken by the Com- 
mittee in this Bulletin cannot be reconciled with its approval of the 
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last-in, first-out method of inventory accounting. On the other hand, 
it should be pointed out that the Lifo principle has been under con- 
tinuous challenge by accounting experts; in fact, there is considerable 
objection to it. 


There has been considerable discussion in recent months as to 
how changing price levels should be reflected in financial statements. 
A number of business men and some accountants have been urging 
rather vehmently that the present accounting procedures are deficient 
in that they merely determine dollar income without taking into con- 
sideration the declining purchasing power of the dollar. They contend 
that the accountant is not carrying out his responsibility if he stops at 
the determination of dollar income. These people want something to 
be done about it, but they are not in agreement as to just what should 
be done. Some of those who are most critical state that the minimum 
that should be done is to redetermine depreciation based on present 
replacement cost. They contend that depreciation charges based on 
original cost are not an adequate measure of one of the present costs 
of doing business, and that if corporations are to survive a means must 
be developed which would permit them to build up replacement funds 
out of current earnings on the basis of present or anticipated replace- 
ment costs. 


But. this does not answer the question. If replacement costs go 
up or down next year, is a further adjustment required? How should 
the changing value of the dollar be reflected in the inventory accounts? 
And if you believe that you should adjust the plant and inventory 
accounts, then should not rents be adjusted to present-day costs and 
interest on long-term debt to current rates? And a more important 
question: should all corporations be required to report on the same 
basis? 

The use of the “Lifo” method of inventory accounting was devel- 
oped in the belief that it was a partial solution to this problem insofar 
as it related to inventories. However, it did not solve all of the account- 
ing problems in connection with inventories and probably the best that 
can be said for it is that it is a method of determining income. 


I previously had occasion to refer to Bulletin No. 27, relating to 
emergency facilities. That Bulletin, which was issued by the Com- 
mittee on Accounting Procedure in November, 1946, maintained that 
in important cases a correction of the amortization, which had been 
charged off on the books under the permissive tax treatment, should 
be made so that the properties would be carried forward in the accounts 
on the basis of their useful fair value, and that future operations would 
be charged with a fair amount for the use of those facilities. It is 
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interesting now to compare the reluctance of corporations at that time 
to adjust such amortization and increase their depreciation charges 
with the position taken today that depreciation charges are not adequate 
to provide for replacement of existing facilities. 


Public accountants have been and are aware of these problems, but 
at this time they do not believe a satisfactory method has been developed 
whereby the effect of the changing value of the dollar can be properly 
reflected in the financial statements. 


Accounting Research Bulletin No. 33 (Depreciation and High 
Costs), issued in December, 1947, (1) opposed depreciation on replace- 
ment cost, (2) disapproved immediate write-downs of plant cost by 
charges against current income in amounts believed to represent exces- 
sive or abnormal costs occasioned by current price levels, and (3) called 
attention to the fact that plants expected to have less than normal 
useful life can properly be depreciated on a systematic basis related to 
economic usefulness. On October 14, 1948, a statement was issued by 
the Committee on Accounting Procedure reaffirming its position. The 
statement recommended that stockholders, employees, and the general 
public should be informed that a business must be able to retain out of 
profits amounts sufficient to replace productive facilities at current 
prices if they are to stay in business. The Committee gave its full 
support to the use of supplemental financial schedules, explanations, 
or footnotes by which the management might explain the need for the 
retention of earnings. 


In brief, the problem can be stated in two ways: 


Should financial statements reflect “dollar income” or “eco- 
nomic income’’? or 


Should the use of cost as the fundamental accounting basis 
for reporting be scrapped in favor of value after a major tran- 
sition in the value of the dollar? 


The internal auditor should be as interested in the proper deter- 
mination and explanation of current income as are the stockholders 
and management, and I believe the internal auditors are in a position f 
to accept this challenge. 
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ETWEEN today and this day next year, the crime of fraud will 
cost American business hundreds of millions of dollars. Much of 
this waste can be prevented through intelligent action by management. 
But action must be taken; frauds will not prevent themselves. 
Estimates of fraud losses run as high as one billion dollars a year. 
But the estimates are necessarily only rough approximations. Precise 
calculation of fraud losses may never be achieved. Why? Because the 
public history of frauds contained on police blotters and in court records 
and the private history of frauds found in the files of bonding and insur- 
ance companies, is only part of the story. An appalling number of 
frauds are buried in corporate and other private files and never reach 
the public, even in the shape of statistics. 
Low estimates of fraud losses are in the neighborhood of four hun- 
dred million dollars a year. But whether they amount to a billion dol- 
lars, four hundred million, or something else, American management 
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cannot afford to take these losses lightly. While experienced and 
trained business men provide every practicable means for preventing 
fraud losses, for discovering cases of fraud, and for uncovering their 
full extent, once discovered, an appalling number of executives lack 
any comprehension of fraud as a business threat, or what to do to 
protect themselvs and their companies against it. 


Internal auditing is one of the most practicable means for protect- 
ing corporate assets against fraud. Testimony to its efficacy is borne out 
by the fact that leading bonding companies reduce their premiums by 
five per cent where companies have internal auditing. 


The indifference of management men to the threat of fraud is 
difficult to comprehend. In many instances it takes a damaging fraud 
to jar an executive into the realization that fraud is a major threat 
which must be guarded against constantly. The first fraud to occur 
in any company may be of such major dimensions as to destroy the 
company involved or to materially and detrimentally affect its future. 


In many instances, such indifference can be explained by lack of 
knowledge of the threat or of what can be done about it. Stockholders, 
directors, and top management executives can accept this lack of know]- 
edge as an explanation for failure to take appropriate action. But they 
cannot condone it. 


More difficult to understand than indifference, are the frauds some 
executives permit or commit. Of course, these are never considered 
frauds in a bad sense by the executives themselves, but usually are 
looked upon as special privileges. For example, the internal auditor 
of a huge war plant, employing over one hundred thousand workers, 
uncovered a very rotten situation. The corporation had contracted 
with a service organization for the soft drink, cigarette, and candy vend- 
ing machine concessions in its plants on the basis that twenty per cent 
of the profit would be paid into the employees’ benefit fund. The 
internal auditor discovered that, in addition to the twenty per cent 
profit turned back to the employees through the benefit fund, another 
five per cent, or an equivalent of twenty-five per cent of the amount 
going to the employees, was being paid to two of the top executives. 
This extra five per cent amounted to about $40,000 a year. Only after 
a very careful check and after he was certain of his facts, did the inter- 
nal auditor present the case to the president. 


Put yourself in the position of the president: here was a most 
serious situation, involving diversion of funds from employees to top 
executives, with all the industrial relations problems which could mean 
that, if the fact became known, and, involving as well, violation of 
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wage and salary controls and other wartime regulations and laws. 
You, as the president, would, I believe, have at least commended the 
internal auditor for his ability and thoroughness. Instead, this man 
literally flew into a rage. It appears that he personally had set this 
whole deal up as a device for circumventing wage and salary controls 
in order to pay the executives involved higher salaries than the law per- 
mitted. In so doing, he apparently ignored employee relations. 


But that was not all. In the same company, the internal auditor 
also uncovered the fact that the president was obtaining, without cost, 
all of the garbage from the company restaurants and having it collected 
by company trucks driven by company men and carted to the presi- 
dent’s farm, where the garbage was fed to his pigs. The pigs, in turn, 
were sold back at a handsome profit to the company restaurants. The 
discovery of this situation gave the internal auditor an extremely tough 
problem to handle. However, he succeeded in having the company 
collect back $35,000 from the president. But—you guessed it!—the 
internal auditor got fired! The president just did not want him around 
any longer. And remember this: the president was, and still is, the 
head of one of the largest and best known companies in the industry. 
In fact, in a newly published book, he is described as one of the fifty 
leading executives in the United States. 


These illustrations point up why some corporations have their 
internal auditors report to the Board of Directors. If he had in this 
case, the president might not have acted with such complete indiffer- 
ence to the rights of the workers, the stockholders, and the government. 
And certainly, had either of these cases been reported to the Board, in 
all probability the internal auditor would still be carrying on his excel- 
lent work for the original company, and not for a competitor. But, 
because he did not report to the Board, it and the stockholders are still 
in ignorance of these—shall we say—misdemeanors? 


Fraud occurs at every corporate level, from the presidency on down 
through the lowest in the organization. A great number of frauds are 
small frauds. Countless employees in positions of responsibility steal 
five, fifty, one hundred dollars, and like small sums. In one company, 
at least a dozen such small frauds are revealed each year by the internal 
auditor. Usually, the people involved are trusted employees, with a 
long service record. 


You may well ask: is it worth the cost of a thorough system of 
internal check and a well-staffed internal auditing department to 
uncover small frauds? Most certainly, and for this reason: a great 
majority of frauds start with small, temporary “borrowings.” If the 
“borrower” finds he can get away with a small sum, he then tries for 
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a larger amount, and finally reaches for the jackpot. In many instances, 
he gets away with it; he has the foreknowledge that only a slip on his 
part or bad luck will trip him up, because the company has shown him 
that its failure to provide an adequate system of internal check and its 
lack of proper internal auditing is his best assurance that his fraud will 
go undetected. 


Neither the Mergenthaler nor the McKesson & Robbins frauds 
would have been possible if these corporations had had adequate inter- 
nal check and internal auditing. 


What can be done to prevent, to detect, and to unravel fraud? Let 
us first discuss prevention of fraud. Careful selection of all employees 
is a requisite in business today. Perfection of interviewing techniques, 
aptitude and character tests, yardsticks for measuring performance, and 
the like, provide proven means today for putting the right man in the 
right job. It is most important that each employee selected for a posi- 
tion of trust should be selected with the greatest care, whether the 
employee is new to the company or is promoted from another position. 
Some companies use professional investigators to look into the back- 
ground of each new employee. In one instance with which I am per- 
sonally familiar, this method disclosed two instances of criminal 
records behind men who were scheduled to work in the cashier’s office. 


Here is a story from the New York Times: 


GIRL HELD AS EMBEZZLER 


Employer Accuses Her in Theft 
of $2,027 in Three Weeks 


Gloria Modansky, 21-year-old bookkeeper at the Man- 
hattan Beach Hotel, was arraigned yesterday before Magis- 
trate James A. Blanchfield in Felony Court, Brooklyn, on a 
Grand Larceny charge. 

Otto Deutsch, owner of the hotel where Miss Modansky 
worked for only three weeks, accused her of embezzlement. 

Detectives of the Coney Island Squad said Miss Modan- 
sky was entrusted with making deposits in the Brooklyn Trust 
Company for the hotel. Over the three-week period, it was 
alleged, she failed to make deposits totaling $2,027, keeping 
the money for her own use. 


How carefully could this employee have been selected? 


A recent payroll fraud involved an elderly woman who had worked 
for twenty years for the company involved. She represented, and the 
company believed, that she was an old maid living with a maiden aunt. 


Fraud as a Major Management Problem 39 


After the fraud was committed, through the simple expedient of calling 
at the address where the woman lived, it was discovered that she was 
actually married and had two grown-up children. 

Some investigation into the background of every employee is 
required from the standpoint of good business. 

Those of you familiar with the great advances achieved in aptitude 
testing during the last few years may ask whether tests have been 
developed which will disclose a tendency on the part of an individual 
to commit fraudulent acts. Some such tests have been developed, but they 
are not considered sufficiently stable or reliable to warrant their use 
in business. Interestingly enough, for many years handwriting analy- 
sis has been used by industry, and particularly by banks, throughout 
Europe to detect the psychological weaknesses which lead to fraud. 
Columbia University is currently conducting a study of handwriting 
analysis which may lead to a wider recognition and use of this method 
of analysis by American business. 

But while careful selection is essential, it is not enough. The fact 
is that a large percentage of frauds are committed by employees who 
have been with the company for a long time. In fact, rather than 
“Cherchez la femme,” the axiom of fraud investigators is, “Find the 
trusted employee.” These trusted employees have done their job faith- 
fully and well for ten or twenty years, and then something happens 
which leads them to commit fraudulent acts. What can be done to 
detect these breakdowns? Internal auditing is one answer. 


E. L. Shea, President of the Ethyl Corporation, formerly President 
of The North American Company, has stated that he wouldn’t give 
two cents for an internal auditing department that did not look into 
the living habits of employees holding key positions. He does not agree 
with the old cliche that what a man does out of office hours is his 
own business and of no concern to the company, He points out, very 
cogently, that a man’s out-of-office life may seriously and detrimentally 
affect his contribution to the company. The history of frauds proves 
this. 


A recent example with which you are all familiar substantiates 
this point of view. If the Mergenthaler Linotype Company had had an 
internal auditor functioning as Mr. Shea believes he should, it is appar- 
ent that Mr. Nichols would have been found out before his fraud had 
reached any size. 


We are all familiar with conditions which lead to fraud: among 
these, liquor, gambling, and women are the most common. Very often 
the woman in the case is the man’s own wife! She demands so much 
that the weakling turns to fraud to satisfy her. 
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In most cities it is not difficult to discover the living habits of key 
employees, without any time-consuming, Sherlock Holmes investiga- 
tions. Casual inquiry, or just plain observation, is usually enough. 

To sum up, careful selection and observation of personnel is a first 
essential in the prevention of fraud. 

A second requisite is a properly designed system of internal check. 
Internal auditors understand what this means. But too many business 
men fail to understand either what internal check means or what to 
do about it. In my personal experience, I have found examples of 
methods engineers and systems and procedure specialists as well as 
prominent public accountants lacking in any real understanding of 
internal check. 

Basically, internal check provides for an automatic audit of all sig- 
nificant transactions, and for a physical means of protecting cash and 
other assets which are readily convertible into cash. 

The latter feature of internal check appears less understood than 
the first. For example, one company installed a new counter where 
customers could pay their bills. This was designed in the latest modern 
style, without grills. It was only after somebody had reached over the 
counter and removed several hundred dollars from a cash drawer that 
the company realized that the modern design, though most attractive, 
did not provide adequate physical protection of cash. 

It is my belief that the internal auditor, as the company’s expert 
on internal check, should be required to review all new systems and 
procedures from the standpoint of internal check, and, in addition, 
should study layouts and functional designs where these impinge 
directly on matters of internal check. Where the system of internal 
check is properly designed and adequately maintained, opportunities 
for fraud are reduced by a substantial extent. 

The third means for prevention of fraud is through internal audit- 
ing itself. Internal auditing plays important roles in observing person- 
nel and in maintaining the system of internal check in proper condition, 
as already observed. In addition, the existence and continuing activity 
of a strong internal auditing organization in and of itself acts as a strong 
deterrent to fraud. 

Bonding is a fourth means of preventing fraud. Insurance com- 
panies point out that the mere existence of a bond, which means, in the 
event of fraud, that criminal or civil action will be taken out of the 
hands of possibly friendly company personnel, acts to curb employees 
tempted to commit fraud. 

Fifthly, it is poor business to put an employee in a position of trust 
and not pay a salary commensurate with that trust. Despite his 


— 


— 


Fraud as a Major Management Problem 41 


responsibilities, Nichols, in the Mergenthaler case, received eighty-five 
dollars a week—less than many of that company’s factory laborers 
were making. Many employees are forced to commit fraud out of 
financial desperation. This is no excuse, but a fact. Adequate compen- 
sation is one of the best guarantees against fraud. 


Next to preventing fraud, the most important thing is to uncover 
it once it has been committed. Probably no single device is as effective 
as a through-going program of internal audit. If management has 
authorized the establishment of a fully staffed internal auditing organ- 
ization of soundly trained personnel, it has the best modern device for 
disclosing fraudulent acts. 


Public accounting is also effective in revealing frauds, but can be 
relied on to a much more limited extent if it is used as a substitute for 
internal auditing, unless the company contracts with the public accoun- 
tant to perform more than the usual balance sheet audit; this is usually 
not prudently economical. 


Finally, it is not enough to disclose the fact of fraud. Once dis- 
closed, skillful investigation is required to develop all of the ramifica- 
tions of a fraud. In fact, unless done well, a fraud investigation may 
reveal only some of the facts and fail to discover all of the criminals 
involved. Once the investigation is started, if not carefully planned, 
others concerned in the fraud may have time and opportunity to cover 
up their tracks. Thus, the internal auditor must develop a complete 
and thorough-going program before the investigation is begun, to insure 
complete results. 


In conclusion, fraud, as a business problem, cannot be ignored 
by stockholders, boards of directors, officers, executives, or in fact, 
by anyone playing an important role in management. More attention 
must be paid by businessmen to internal check; and amateurs should 
not be relied on to perfect it in any given company. While great 
advances have been made in system and procedures design and instal- 
lation, attention has been focused on efficiency in all too many instances 
to the exclusion of sound internal check. Systems and procedure engi- 
neers must have a sound knowledge of the subject of internal check 
before they can do a fully creditable job. Public accountants should pay 
greater attention to this subject than they have in the past. And cer- 
tainly no internal auditor can meet his obligations unless he is an expert 


in this field. 


In addition to internal check, more attention must be paid by 
businessmen to internal auditing. The reporting responsibility of the 
internal auditor must be sufficiently high in the corporate structure to 
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prevent suppression of facts which top management and the board of 
directors should have. A company must be willing to spend adequate 
sums for a fully staffed and properly trained internal auditing organiza- 
tion, recognizing such cost as insurance against fraud. 


Finally, while the services of internal auditing extend far beyond 
the field of fraud, it should be recognized that this field has great 
significance. It is a disservice to the profession to de-emphasize its 
importance. 

Important studies of the art of management have been made in 
recent years. But management, as a profession, is still in its infancy. 
All of us have an opportunity to contribute to perfecting the techniques 
of management and should grasp this opportunity. For, only by per- 
fecting our free enterprise system, is it going to endure through the 
years to come. 





FRAUD — PER HISTORY 


(The noted historian, Samuel Dill, of Oxford wrote the following 


epitaph on the tombstone of Rome: ) 


“The system of bureaucratic despotism, elaborated finally by 
Diocletian and Constantine, produced a tragedy in the truest 
sense .. . in which . . . the claims of fancied omnipotence 
ended in humiliating paralysis of administration; in which 
determined effort to remedy social evils only aggravated them 
until they became unendurable; in which the best intentions 
of the central power were, generation after generation, 
mocked and defeated alike by irresistible laws of human 
nature and by hopeless perfidy and corruption in the servants 
of government.” 


That is the end of the road of the “welfare state.” 


—Tool Owners News Letter. 
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EOPLE probably always have been endeavoring to simplify and 

improve their work, and will continue to do so until the end of 
time. The degree to which this has led to accomplishment depended 
on the qualifications of the individual, his place in the organization, 
the support given by supervisors, and the attitude of management at 
the higher levels toward the detail of operations and their cost. 


Industries operating over a large area have an additional impetus to 
the requirement for efficient uniform procedures. That factor is 
“Decentralization.” Paradoxically, decentralization of line authority 
makes centralization of systems work on a staff basis almost a must. 
Add to this the demands of management for continuous maximum 
efficiency and minimum costs, and a centralized systems function 
becomes almost a necessity. 


You may say—‘“Why not employ outside consultants?” Perhaps 
their services should be utilized, even by a Systems Department, when 
a special problem can best be solved by relying on the results of inde- 
pendent research in numerous related and sometimes unrelated indus- 
tries. However, consultants also are in business for a profit. Such ser- 
vices are costly. There is no substitute for an intimate knowledge of 
a company’s operations such as can be gained by a trained systems 


staff. 
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Where a qualified systems staff is used, there is constant avail- 
ability; there is little question of confidential handling; interference 
with normal current operations is better timed and minimized, and 
employee reluctance to disclose is minimized. 

In a small company, the need for developing, installing, and 
reviewing procedures and the forms used in them is just as important 
as in a large organization. However, the controller, or one of his prin- 
cipal assistants, nearly always is completely familiar with the entire 
organization, particularly that which is responsible for the accounting 
and related procedures. He is fully capable and sufficiently equipped 
to marshal the facts, draw a conclusion and have the necessary work 
accomplished. If the job is applicable to only a small section of the 
organization, he may rely on the department or section manager to 
make all essential investigations, and provide a proposal. He considers 
and finally approves it. The rest is left to the department head. No 
separate systems department is necessary nor advisable in such cases. 

In a large company the situation is different. Often numerous 
subsidiaries, departments, and sections are affected. The information 
for a proposal must be correlated. The needs (and sometimes the 
caprices) of many individuals and groups must be gathered, coralled, 
sifted and placed in such form that the resulting proposal is sensible, 
practical and acceptible to those who are to be responsible for its func- 
tioning. 

This cannot be accomplished efficiently by numerous department 
heads even under the guidance of the controller or one of his assistants. 
Probably, neither has the time necessary to engage extensively in these 
activities. It requires the attention of specialists. In the opinion of 
those who have them, these are the reasons why systems or methods 
activities have been established, most often in separate departments, in 
many, if not most large companies. 


COMPOSITION 


Of what type of personnel should a Systems Department be com- 
posed? 

Apparently, few Systems Departments engage in engineering 
studies, at least not within the strict application of this term. Some- 
times, however, an engineer may be found on its staff where specialized 
services of this type are regularly necessary; where constant reference 
to the engineering department would be a continual bother. Thus the 
Systems Department ‘staff can best be composed of personnel well 
trained in accounting and related activities. The importance of natural 
ability and liking for the work, and a thorough training before being 
given solo assignments, cannot be stressed too strongly. 
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It appears to be the policy of most companies to draw its systems 
staff from within the organization. This is advantageous in maintain- 
ing employee morale and making available the background information 
absorbed by such employees during prior service. It is disadvantageous 
when a sufficient number of employees with the qualifications just 
enumerated are not readily available for training in this type of work. 
In those instances, when an activity not previously engaged in within 
the organization is to be studied and installed for future continual 
operation, it probably is advisable not to restrict selection to employees. 
Such a case may be a change from manual to tabulating methods in 
which a specialized knowledge of tabulating equipment and applica- 
tion is essential. The success of the department certainly depends in 
great measure upon the selection of a sufficient number of qualified 
personnel, regardless of source. When so assigned, rarely should there 
be any necessity for engaging outside consultants, the value of whose 
contributions under ordinary circumstances are highly questionable. 


In any event an organized training program for newly developed 
systems analysts is a must. It should be broad enough for the personnel 
who have not had any previous company experience, and must be 
designed to fit employees with the essential natural qualifications but 
with varying degrees of company experience. Each member of a Sys- 
tems Department staff should have a well-rounded knowledge of: 


1. The company’s organization structure and operations. 


2. Work simplification tools such as time and motion studies; 
organization, flow and process charts, plus work distribution 
charts; production and cost standards, etc. 

3. The technique of conducting office and other reviews. 


ORGANIZATION 


The organization of a Systems Department may be as varied as 
the requirements of the company of which it is a part. Sometimes 
other functions are included within its jurisdiction or it may operate 
as a section within the framework of some other department. An 
example of the former may be where such service functions as mimeo- 
graphing, photo offset and other reproduction services are under its 
control. An example of the latter would be when it is a section operat- 
ing within the jurisdiction of the Audit Department. Often the abilities 
of supervisory personnel are a prime factor in determining whether 
the department shall be contained in or under the supervision of another, 
or be a separate entity. The last condition seems to be preferable and 
generally is its status. 


The block on an organization chart in which the department 
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appears also differs widely. Its manager may report to a director, the 
comptroller, treasurer, assistant comptroller or assistant treasurer, or an 
office manager. It suffices that he should report to the official whose 
understanding of and interest in its current and potential value to the 
company will assure its proficient and efficient operation. The degree 
of coordination with other departments often is dependent to a con- 
siderable degree upon the step in the organization ladder on which this 
person is located. 


It is axiomatic that the department must have a manager. It 
should have either an assistant manager in direct line or flow of author- 
ity, or an administrative assistant when it is of sufficient size to restrict 
the assistant completely to nonfunctional duties. It may have section 
heads. A somewhat general type of organization classifies the work into: 


1. Methods and Procedure studies: 
These are specific studies assigned on a unit basis. 


to 


Office Reviews or Audits: 
This includes complete reviews of an entire functional unit. 


3. Forms Design and Control: 
This is the responsibility for the make-up of new and revised 
forms and control of any changes including the drafting and 
sometimes the ordering and stocking of them. 
4. Office Standards: 
This may include continuing studies of office equipment, 
record retention and filing, communications, statistical state- 
ment layout and content, etc. 


Or 


Special Assignments: 
Those where the work is segregated from the Methods and 
Procedures general group and placed on a preferred basis 
because of some special condition. 

6. General: 

The service section for the department and containing the 

stenographic, filing and messenger services. 


Each of these sections may be supervised individually, or they 
may be grouped according to the needs of the company. 

Two methods of establishing systems staffs capable of functioning 
from a central control appear to be in most common use. The first 
relies on only a central skeleton staff at a headquarters office for admin- 
istrative purposes, and places qualified methods and forms analysts at 
division, subsidiary or branch offices. The second groups the entire 
staff at the headquarters office, and relies on the field offices to supply 
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the greater part of the required information on request. Visits to these 
offices are made as may be necessary to obtain additional information 
or assist or supervise when a complete review is essential. While each 
has its advantages, the latter provides the greatest flexibility in utiliza- 
tion of personnel. 


OPERATIONS 


If a single objective of Systems Department activities were to be 
named, probably it would be “Work Simplification.” For a systems 
analyst to simplify any job, he must first analyze the way it is being 
done and its relationship to other activities. In some cases this may 
mean a complete job analysis—desk by desk, department by depart- 
ment, matching the requirements of each and using his knowledge and 
ingenuity to find the best, most efficient way. He must lop off non- 
essentials, recognize necessity, and weigh preferences and requirements, 
particularly those which are the basis of information upon which 
management relies. 


Much of the detail of such reviews can be accomplished by the 
staff of the departments affected, using to some degree the same tools 
which the trained systems analyst uses. Under such a method a so- 
called “package,” describing techniques, is used by the department super- 
visor. This consists of model flow charts, process charts, work distribu- 
tion charts, production standards, possibly some organization charts, 
and an outline of the methods for using them. With initial assistance 
from the systems analyst, each employee of the department analyzes 
his own job on a day-to-day basis, often finding by himself benefits 
which previously had gone unnoticed merely through acceptance of 
established routine. As procedure or forms revisions become obvious, 
they can then be made immediately. It some cases consultation with 
the systems analyst may be necessary. As fast as intradepartmental 
improvements are concluded, those which are dependent upon relations 
with other departments are developed with them by the systems analyst. 


While this method may not gain quite all of the immediate results 
that possibly could be achieved by a direct forceful method, using all 
the tools customarily utilized by systems analysts and management 
consultants, the greater part of them will be realized with a much better 
effect on employee morale. 

It is obvious that there are numerous studies, proposals and instal- 
lations which can best be, and sometimes must be, undertaken by only 
the systems analyst. However, these are of a special nature and require 
a more diverse knowledge of overall operations than could be ascribed 
to a functional department. In addition, he can avail himself of the 
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information constantly being developed by other members of the sys- 
tems staff, particularly that resulting from continuing studies of office 
equipment, office standards, etc. 


GENERAL 

There is established with Chapters in many of the large cities, the 
Systems and Procedures Association, which bands together for the bene- 
fit of all members of their craft, the representatives of your companies 
and mine. Through their association with each other undoubtedly 
much can be accomplished to improve even the methods used by the 
systems men who perhaps some day can help us reach the acme in all of 
our operations. As Systems or Methods Departments are comparatively 
new, as a separate segment of industrial organizations, there is still much 
to be accomplished in establishing clearly their responsibilities and in 
the development of techniques. It is my belief that they fill a long-felt 
want and, properly organized and administered, will provide a valuable 
service in good times and an even more profitable one in bad. 


THE THING CALLED BUSINESS 

In Cathay the most honorable and esteemed profession is that of 
merchant — above arms, above learning. That is because, as can be 
understood, the traffic of merchants meets every need, want and desire 
of all the people. The merchant's traffic is, indeed, the foundation of 
all art, literature, culture — all that makes life endurable and satis- 
factorily enjoyable. All that, even though most of it, as with time, 
inevitably passes — and is forgotten. 

—Marco Po ro. 
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PAPER dealing at the same time with the functions of both the 
Accountant and the Internal Auditor is inevitably concerned 
mainly with the differences between the duties of these two officials. 
In fact, although they are in some respects alike and the boundaries 
between their functions are in some quarters considered to be ill-de- 
fined, their duties are clearly distinct both in nature and in practice. 


Only the larger organizations provide sufficient scope for the func- 
tions of “internal audit” and it must be understood therefore that the 
remarks which follow deal broadly with the larger industrial and com- 
mercial concerns. In such concerns the administrative function is highly 
developed though, unfortunately, it is often badly organized, and some 
consideration must be given to the administrative function before fur- 
ther examination of the specific duties of accountants and internal 
auditors can be carried out. 


Intrinsically, there is no difference between the functions exercised 
by a large business from those of a sole trader such as a cobbler or a 
knife grinder. It is only the expansion of these functions through 
a wide circle of individuals which tends to distort the different functions 
of the organization. 


The administrative function is the brain of the organization, that 
is, including within the expression the management and direction of the 
company. This is not to say that individuals not concerned directly 
with administration are without brains, but merely that their brains do 
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not directly assist in running the business. The administrative func- 
tion, however, permeates the whole organization, particularly in the 
executive functions where management at each level down to that of 
charge-hand exercises administrative duties which become less and less 
a part of the duties of the individual the lower he works in the scale 
of organization. 


The administrative functions work in the same way as the human 
brain, and this is natural since it is merely the development in an 
organization of the functions of the brain in an individual. There are, 
therefore, three compartments which bear upon the running of the 
business as they do in the normal life of an individual. 

(a) The will. 

(b) The reasoning faculties. 

(c) The part which translates will into action. 

These three parts are represented, broadly, in any organization by 
the Board of Directors, the advisory services, and the executive services. 

Both the accountant and the internal auditor fall within that 
group which is responsible for the advisory services, the precise duties 
of which are prescribed as a matter of policy by the Board or, as a 
matter of control, by the management translating policy into action. 
It is, however, possible to define within reasonable limits the functions 
which would normally fall to the accountant and the internal auditor 
within the normal framework of company organization if it is borne in 
mind that these functions are often arbitrarily conceived, and are fre- 
quently affected by the personality and talents of the individual as well 
as by the predilections of those who are responsible for the top man- 
agement. 


THE FUNCTIONS OF THE ACCOUNTANT 


The accountant’s functions fall into two parts: 


(a) His records translated into terms of pounds, shillings, and 
pence provide the business with a part of its “memory” and 
therefore with the recorded experience which enables the 
Board and the executive management to form opinions regard- 
ing future action. The technical data maintained by the 
production departments and the statistical and other records 
of the sales administrative departments form the other parts 
of this “memory,” which is, in normal circumstances, a vital 
part of the technique of the business. 


(b) The application of the accountant’s technique enables execu 
tive management of the Board to maintain a control over the 
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activities of the business by the exercise of the special account- 
ing techniques such as profit and loss accounts, standard costs, 
budgetary control, efficiency statistics, and so on. 


These two primary functions link up closely with the other admin- 
istrative functions; it has been pointed out that the accountant’s records 
provide only a part of the “memory” of the business, in a similar way 
the accountant’s aids to control link up with similar aids in other 
sections, such as sales quotas, production control, progress, planning, 
and design. 


It is clear, therefore, that the functions of the accountant lie well 
within the normal structure of the business, fitting in with the other 
sections of the administrative function which is linked in turn with 
the executive functions. 


It is not uncommon to find that many of the duties of the accountant 
which are considered in some concerns to be peculiarly his, are, in other 
concerns, carried out by other sections. It is not unusual, for instance, 
to find that the duties of the cashier fall under the general control of 
the Secretary; the invoicing and sales ledger functions are sometimes 
found within the sphere of the sales management, and, likewise, the 
purchase ledger and inwards invoice procedure is controlled by the 
purchase manager. The accountant, however, is usually considered to 
be responsible for the preparation of the periodical accounts, for 
explaining them, and advising upon them to the Board and the manage- 
ment concerned at each level and for the recording of data of expenses, 
assets, and liabilities in a general sense. 


THE FUNCTIONS OF THE INTERNAL AUDITOR 


Confusion regarding the position of the internal auditor has been 
caused largely by the fact that the professional auditor is normally a 
qualified accountant, and the internal auditor, although his duties are 
by no means confined to finance, is regarded as being of the same 
species. This is probably due to the fact that the expression “internal 
audit” is an unhappy choice for which, however, no effective substitute 
has apparently yet been found. The accountant largely preoccupied 
with finance has always been considered the legitimate prey of the 
auditor and by a long usage he has accustomed himself to submitting 
without much demur to a detailed examination of his work and a con- 
stant check upon his honesty. Other functions of business, however, 
have largely avoided this type of check upon their activities and are 
usually by no means willing to submit to it. There are no grounds for 
supposing that the accountant is less honest and efficient than his col- 
leagues in other sections, and there would, therefore, appear to be no 
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good grounds for exempting those other sections from the type of check 
to which the accountant is accustomed. 


There is a marked difference between the use of a control and 
the periodical tests by which the efficiency of such a control is main- 
tained, and it is in the institution of tests and checks on the efficiency 
of the administrative functions that the internal auditor is properly 
engaged. His duties can rarely be justified from an economic point of 
view if he confines himself only to the financial data and the cash 
transactions of a business, thus assisting in functions with which the 
professional auditor is primarily engaged. 


The internal auditor, therefore, should not confine his range to 
understudying and assisting the work of a professional auditor but 
should regard his function as being that of a special check upon the 
efficiency of the administrative and perhaps the executive functions of 
the various sections of the company, and to a large extent, subject to the 
overriding authority of the top management, will become concerned 
with the management audit in its widest sense. 


An attempt to define the functions of the internal auditor must 
always be difficult, since, in common with the accountant, his duties 
are those laid down for him by the management and vary widely from 
company to company. In general terms, however, it may be said that 
the following list would be widely accepted: 


(a) Maintenance of a check upon the financial transactions of the 
business, such as examination of cash balances, investigation 
of customers’ accounts and adherence to terms of credit, investi- 
gation into suppliers’ accounts, into expense accounts, and 
so on. 

(b) Examination of the administrative procedures of the company 
to ensure that those laid down by the management are adhered 
to, particularly in connection with the exercise of authority 
and the adherence to limits of expenditure. 

(c) Examination of the routine with a view to the excision of 
unnecessary and repetitive work, the elimination of paper 
work, and the clearing of the channels of communication. 

(d 


An examination of the methods in use, both mechanical and 
oiherwise, throughout the business with a view to suggesting 
improvements, particularly bearing in mind the strong pre- 
ference in nearly all sections for adherence to established 
usage. 

(e) Checks upon the investment policy of the company with par- 
ticular regard to the building up of stocks and their relation 
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with the scale of the business, the maintenance of a proper 
relation between the size of each department and the scale 
of its activities. 

(f) Investigation into the management functions of branches and 
subsidiaries, and comparison between such sections of the com- 
pany with a view to improving management and other tech- 
niques in general. 

From this list it will be apparent that, while an accounting train- 
ing is of use to the internal auditor, it is by no means essential, since 
there are many functions for which a technical background is necessary. 
Basically, however, all these functions fall within the same category, 
that is, the maintenance of a check upon the normal running of the busi- 
ness; and if the point is not made sufficiently clear, the duties of the 
internal auditor may be compared with the periodical check on the 
brakes of a vehicle which is quite distinct from the control over the 
vehicle exercised by the brakes themselves, which may be regarded as 
analogous with the functions of the accountant and the other admin- 
istrative officials. 





THE EAGLE 


When God made the oyster, he guaranteed him absolute economic 
and social security. He built the oyster a house, a shell, to protect him 
from his enemies. When hungry, the oyster simply opens up his shell 
and the food rushes in. 


But when God made the eagle, He said, “The blue sky is the limit. 
Go build your own houses.” And the eagle went out and built his house 
on the highest mountain crag, where storms threaten him every day. 
For food he flies through miles of rain and snow and wind. 


The eagle, and not the oyster, is the emblem of America. 


—The Kalends. 
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N discussing the thoughts of an auditor when planning a payroll 

audit, let us assume that the company is in a heavy industry and 
employs at least two thousand workers. It uses tabulating equipment 
in preparing its payrolls. Time clock cards are used and the time and 
production figures are furnished by the supervisors. The company’s 
financial statements have been audited regularly. This special assign- 
ment is to conduct an investigation in sufficient detail to make sugges- 
tions and comments with respect to the company’s payrolls. 


It is generally conceded, I believe, that employees will, in most 
instances, call to the attention of the company an underpayment of 
wages due them; however, the same cannot be said with respect to 
overpayments. The point is, of course, that the payroll should be cor- 
rect when it is released. 

For purposes of this discussion, the thoughts with respect to the 
audit of payrolls will be divided into three major groups: 

(1) Payroll Procedure 
(2) Internal Check 
3 


(3) Audit Program 


*Paper delivered at a meeting of the Houston Chapter 
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PAYROLL PROCEDURE 


(1) Does a procedure exist which is clearly and simply written in 
such a manner that the employees who are required to follow it can 
easily understand all phases thereof? 

(2) Is the ovér-all written procedure further detailed so as to 
cover separately the operations of each group participating therein? 

(3) Are all phases of the payroll covered, including hiring, 
changes, termination, timekeeping, labor cost distribution, machine and 
clerical operations, delivery of checks or cash, unclaimed monies, bank 
reconciliations and other related matters? 


(4) After witnessing the actual operation of the entire procedure 
do you, as auditor, believe that it is regularly followed and strictly 
adhered to and that it gets the job done in the most efficient and eco- 
nomical manner? 


(5) Do the employees operating the system understand it thor- 
oughly and consider it a good system? Do they offer any adverse criti- 
cisms or constructive suggestions? 


INTERNAL CHECK 
Internal check is to be considered at every phase of the actual 
operation of the payroll procedure. Also to be considered is the type 
of personnel performing these operations, the amount and quality of 
supervision in the payroll department, and last but not least, the general 
type of workers employed by the company throughout. The major 
thoughts follow: 


(1) Does an authorized official of the company originate manu- 
ally signed, serially numbered forms for all new employees, payroll 
changes and terminations which supply information as to job classi- 
fication, rate of pay, effective date, etc.? 

(2) Does the personnel department receive such forms directly 
from such official and in turn notify the payroll department in a similar 
manner, retaining a copy of such notification as part of the permanent 
personnel records? 


(3) Does the personnel department obtain and maintain in their 
personnel records a signed application for employment, and does it 
carefully check the social security number of each new employee? 

(4) Does the timekeeping department witness the punching in 
and out of time cards, at least periodically? 


(5) Does the employee deliver his time card directly to his sup- 
ervisor at the beginning of the work period? 
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(6) Does the supervisor return the card to the employee at the 
end of the shift, manually signed and with the production quantities 
and hours worked shown thereon? 


(7) Do timekeepers make periodic checks to determine that 
workers are at their job site? 


(8) Do supervisors record the time and production of their 
workers in weekly time books and retain such records for future 
reference? 


(9) Does the payroll department determine that all duplicates 
issued for lost-time time cards are based on such a supervisor’s record? 


(10) Do supervisors report directly to the payroll department all 
over-time worked? 


(11) Is an adequate control and record maintained of workers 
leaving the premises or their job sites during the work period, and is 
such record compared with the time cards? 


(12) Are the time clock hours and the distribution sheet hours 
balanced daily and all differences reconciled promptly? 


(13) Are the payre!l! hours and money balanced with the distribu 
tion sheet hours and money at the end of the week after completion of 
both, before release of the payroll checks or cash? 


(14) Are payroll checks or cash wages balanced with the net 
payroll before the “pay-off”? 


(15) When wages are paid in cash, is an independent check made 
of the amount which is placed in the pay envelope? 


(16) Are receipts obtained from employees for cash wages? 


(17) Is a control maintained to show the total amount of auth- 
orized changes between pay periods in the clerical and supervisory pay- 
rolls? 


(18) Is a comparison made between the payrolls and the person- 
nel records to determine that the payrolls reflect properly approved 
authorizations? 


(19) Is a comparison made between the tabulating-machine mas- 
ter-cards and the approved changes shown in the personnel records? 
Are such master-cards signed by the person authorized to make this 
comparison? 


(20) Are all master-cards prepared to replace spoiled ones com- 
pared with either the mutilated cards or the source records in the per- 
sonnel files? 
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(21) Is adequate supervision furnished while the master-cards are 
being used in the preparation of the payroll to assure that no switching 
vf master-cards occurs? 

(22) Are the master-cards, when not in use, kept in such a man- 
ner that two employees are required to obtain possession of them? Are 
such employees changed from time to time? 

(23) When master-cards which are not in use are not kept under 
dual control are they checked when they are segregated from the packs 
upon completion of the payroll? 

(24) Are the master-cards of inactive employees removed from 
the active file and kept in a separate file under adequate protection? 

(25) Is a separate payroll bank account maintained by the com- 
pany and reconciled by persons independent of the payroll department 
who do not handle cash? 

(26) Is a control maintained by the personnel department of the 
number of employees in each occupational code and rate, and if so, is 
it checked against the payroll after the latter is prepared? 

(27) Are payroll checks distributed by persons other than those 
who assisted in the preparation of the payroll, and are these persons 
changed from time to time so that they do not always pay off the 
same employees? 

(28) Are checks delivered directly to the payee only upon proper 
identification and never to the payee’s supervisor? 

(29) Are monies representing unclaimed wages held on hand for 
an indefinite period, or are they promptly deposited in an unclaimed- 
wage bank account? 

(30) Do all payroll checks indicate thereon a limit as to amount 
and as to time? 

(31) When the time limit on payroll checks has expired, are the 
checks promptly canceled and the amount thereof transferred from the 
payroll bank account to a separate unclaimed-wage bank account? Is 
an adequate record kept of unclaimed wages? 

(32) Are unclaimed wages surrendered only when the claimant 
identifies himself in person or when his signature on a written request 
can be compared with the signature on file in the personnel records? 

(33) Are personnel records properly protected to prevent tam- 
pering by anyone? 

(34) When a check-signing machine is used is the signature plate 
kept under proper control by authorized officials of the company, both 
while in use and while not in use? 


(35) Is a review made of all endorsements on payroll checks? 
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(36) Are payrolls and distribution sheets approved by authorized 
officials? 

(37) Is there a control figure showing the total number of auth- 
orized employees during the payroll period? Is it reconciled with the 
total number of employees shown on the payroll? 

(38) Are the payrolls prepared by persons who do not have access 
to company cash? 

(39) Does the method of paying employees who are terminated 
before the regular payroll checks are prepared satisfy internal check 
requirements? Are such wages handled in such a way that they can- 
not again be included in the regular payrolls? 


THE AUDIT PROGRAM 

Each step of the program must be developed in the light of the 
payroll procedure and the internal check of the company as well as 
the capabilities of the employees operating the system. Therefore the 
program cannot be formulated until such time as the auditor has 
familiarized himself with the company’s operations and with the pro- 
cedure and internal check pertaining to the payrolls. The program 
cannot be completely rigid; it must be altered to fit the developments 
during the performance of the audit. This aiso applies to the extent to 
which audit tests are made, assuming that the minimum of standard 
audit practices and generally accepted accounting principles are fol- 
lowed. Probably our thinking follows these lines: 

(1) Select four months of the year and check the payrolls by 
reference to the original approved payroll change reports on file in the 
personnel department. 

(2) Verify the footings, cross-footings and extensions shown on 
such payrolls. 

(3) Verify the footings, cross-footings and extensions shown on 
the corresponding distribution sheets. 

(4) Examine such payrolls to ascertain that they were approved 
by authorized company officials. 

(5) Compare the corresponding payroll checks with such payrolls 
as to name and net amount. 

(6) Review the signatures on such payroll checks. 

(7) Compare the endorsement on such payroll checks with the 
employees’ signatures on file in the personnel department. Also review 
subsequent endorsements. 

(8) Prepare a list of approximately one hundred employees on 
one payroll and compare the amounts paid to them on that payroll with 
those paid for another period. Account for all differences. 
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(9) If a payroll control account is maintained in the general 
ledger, check all postings and footings therein. Examine all entries 
for propriety and authorization. 

(10) Compare the time worked and production quantities shown 
by these payrolls and distribution sheets with those shown by the super- 
visors’ weekly time books. 

(11) Ascertain that written authorizations for all overtime pay- 
ments are on file. 

(12) Check the amount of payroll deductions and see that author- 
izations therefore are on file. 

(13) Check all other information shown on one payroll during 
the months selected. 


(14) Check all information pertaining to one employee as shown 
by all the payrolls during that period. 

(15) Check the payroll-tax accrual accounts. Prepare a “proof 
of taxes” for the period based on the total net taxable wages shown by 
all the payrolls. 


(16) Check the computation of and authorization for “exempt 
earnings” and “sick time” as shown by the payrolls. 

(17) Compare officers’ salaries with the authorizations contained 
in the corporation minute book. 


(18) Examine the record of payroll claims and the signed claim 
and forms and investigate instances where claims are repeatedly filed by 
or paid to the same claimant or to employees under the same super- 
visor. Also review ciaims filed and not paid. 


(19) Does the company have any apparent violations of the 
Wages-and-Hour law? Does it have an adequate job description so 
that a comprehensive investigation could be made? 


(20) Review the employment applications of the employees in the 
payroll department for any possible clue that they should not be placed 
in a position of trust. 


(21) Has the company complied with its union contracts at all 
times as to wage scales, automatic increases, vacations, retirement, dis- 
missals and other matters pertaining to the workers’ wages? 


(22) Do dimissal records furnish adequate evidence, signed by 
the employee, as to the reason for dismissal, in order that the company 
may defend itself against any charge of unfair labor practice? 

(23) Actually supervise a company pay-off and follow up all 
unclaimed monies as a result thereof. Make certain that the planned 
auditor supervision was kept secret as long as possible. 
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(24) Are the established payroll and internal check procedures 
strictly adhered to? 

(25) Determine the adequacy of insurance against embezzlement, 
defalcation and fraud. 

(26) If during the audit a defalcation is discovered, it should be 
reported to top management at once. This also applies to any serious 
flaw in the payroll or internal check procedure. 

(27) Does the company comply with all state and Federal laws 
pertaining to payrolls? 

(28) Are the key employees responsible for the payroll procedures 
sufficiently competent? 


GENERAL REMARKS TO PAYROLL AUDITORS 


(1) As an auditor you are not expected to guarantee that the 
payroll is perfect in every respect. As an expert you are charged with 
the responsibility of performing your duties and rendering an opinion 
to the best of your knowledge and ability, using independent judgment 
and discretion. 


(2) Generally, do not ask questions of employees to which you 
are able to find the answer by personal observation, especially when 
you must confirm the answers anyway. 

(3) Be alert as to the significance of chance comments made by 
all employees. 

(4) Previously disclosed weaknesses should be reviewed to see if 
they have been corrected. 


(5) Bear in mind the costs involved in making your investigations, 
verifications and checks. The costs should be weighed against the 
degree of risk. 

(6) Do not be over-zealous or over-ambitious to the extent of not 
being practical while attempting to accomplish some theoretical auditing 
level. 

(7) Do not harass the company officials with petty exceptions due 
to mechanical or clerical errors, if there is no serious discrepancy in the 
procedure. 

(8) The audit program should be planned so that it will not 
impede routine work or be the source of labor grievances or contribute 
to the impairment of good employer-employee relationships. 

(9) Do not fail to follow to conclusion any error, though appar- 
ently insignificant, which is discovered in making a test-check. 

(10) Make certain that assistants include in their working papers 
a complete record of all differences or exceptions discovered, in order 
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that they may be reviewed by the auditor-in-charge as to their over-all 
bearing on the audit or their over-all significance to the company. 


(11) Keep your audit report easy to read and include only the 
facts, recommendations and comments with which the company offi- 


cials are concerned. Don’t try to justify the time you have spent on 
your audit. 


(12) Always insist on inspecting the original records. Do not 
accept anything less than conclusive evidence when it is available. 


(13) The auditor should not be a police detective. 

(14) Find time to sit back and get a perspettive of your audit at 
various stages. 

(15) With regard to test-checks, it has been said that “the water is 
better when the well is dug deep and not too wide.” 


(16) When planning your audit, don’t hesitate to review your 
reference and text books. Two heads are always better than one. 


* * * 


Mr. Merritt supplements his paper with an item of interest; to wit: 


“In order to give some idea as to the magnitude of the shipbuilding 
operations during war time, I submit the following: 


Todd Houston Shipbuilding Corporation was incorporated in 1941 
with four employees, and within a period of seven months jumped to 
three thousand employees. By the middle of 1942, the payroll had 
increased to eighteen thousand, and during the summer of 1943 reached 
a total of twenty-three thousand five hundred. We worked three shifts. 
The payroll at its peak was a million and a quarter dollars weekly. 
The latter part of 1944 our shipbuilding program came into the home- 
stretch. The last ship was delivered December, 1945. We built two 
hundred and twenty-two ships and outfitted seven others. Our prob- 
lems were many.” 








PURCHASING AS RELATED TO 
INTERNAL AUDITING’ 
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OUR Purchasing Agent is probably a harassed, overworked and 

under-staffed ulcer sufferer, who is continually under fire these days 
from Top Management because of large inventories in some lines and 
scarcities in others; because the expenses of his department have gone 
up when the volume of buying is going down, and generally because 
he is on the expense end of the business at a time when profits are shrink- 
ing. Add to all this that he is expected to be able to get what is 
wanted, where it is wanted, when it is wanted, for next to nothing, or 
better still, as a “no charge” sample; that he is expected to be a buyer, 
something of an economist, an accountant, a personnel supervisor, a 
lawyer, a salesman, a public and industrial relations specialist, and to 
know somebody who can produce four seats on the fifty-yard line and 
a hotel room at a moment’s notice—add all this, and I think you will 
agree that the poor guy needs your sympathy and your help. Of 
course “the Lord helps those who help themselves”; and here are some 
ways in which you, the Internal Auditor, can help your Purchasing 
Agent to help himself. I don’t claim that, individually or collectively, 
these suggestions will provide an over-night cure-all, and the list is far 
from being exhaustive. After all, the best surgical equipment in the 
world is useless if the surgeon doesn’t know his business. Therefore, 
I claim only that these suggestions, if studied by the right Purchasing 
Agent, might produce a more efficient Purchasing Department, thus 
lessening the burdens of Top Management and the Internal Auditor. 


*Paper presented at a meeting of the Toronto Chapter. 
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First, and most important, the company policy with respect to pur- 
chasing should be set down in writing and given to the Purchasing 
Agent, together with an organization chart which clearly indicates 
his line of responsibility. Too often the Purchasing Department has to 
take instructions from three or four operating departments who do not 
have an over-all written purchasing policy to guide them. The written 
policy, published by an Executive Officer to all departments, lets all 
concerned know just what the Purchasing Department can or cannot 
do, and permits friendly, cooperative—but impersonal action. Person- 
ality clashes have threatened even the largest corporation at times, and 
here, I think, is the only sound way to avoid them. Next, the duties, 
responsibilities and authority of the Purchasing Agent should be in 
writing, and he should write for his own staff, and other departments, 
a manual of “Standard Procedure for Purchasing.” This takes a lot 
of time and thought. However, if it is only a mimeographed sheet, 
it is important that even the smallest Purchasing Department record 
its operating procedure. Lastly, I think it most important that the 
Purchasing Department be required to submit periodically, written 
reports to top management. . 


For years, it is true, university professors, prominent economists 
and the best men in the purchasing profession have striven in vain to 
find a satisfactory yardstick for measuring Purchasing Department 
performance. Because of the many variable factors, it is usually given 
up as a seemingly impossible task, and, as a result, the Purchasing 
Department is looked upon as a necessary evil. However, it is surpris- 
ing what information comes to light when regular reports are prepared 
covering such things as a comparison of Purchasing Department operat- 
ing expenses with Departmental Budget; number of invoices passed 
compared with purchase orders issued; dollar volume of purchases, and 
the cost of purchasing $100.00 worth of material; market trends and a 
record of commodity price indices; value of credits obtained through 
invoice checking and sales tax rebates; size of stores inventories, 
whether or not the direct responsibility of the Purchasing Department; 
and the value of excess, obsolete and scrap materials sold or transferred. 

Perhaps you think that the points I have outlined so far are very 
simple and elementary. From my experience I would say that over- 
looking these basic facts accounts for over half the troubles besetting 
a Purchasing Agent today. Because of their simplicity, top manage- 
ment tends to overlook them, particularly in an organization which has 
expanded rapidly in recent years. 

I'd like to state briefly the help that your Purchasing Agent can 
get from membership in the National Association of Purchasing Agents, 
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known as the N.A.P.A. The Association has a membership of over 11,500 
Purchasing Agents in Canada, the United States and Mexico. As in 
Tue INnstiruTe or INTERNAL AuoprtrTors, the literature and bulletins 
provided are invaluable to any member of the profession who can and 
will take the time to read them. The greatest advantage, however, is 
in the fellowship at the monthly meetings of the local Association. 
Every one of the members can help your Purchasing Agent in some 
way, whether in trying to locate scarce materials or improving office 
routine. The modern Purchasing Agent is a far cry from the tough, 
hard-boiled buyer of a few years ago. Competition has forced top 
management to realize the tremendous opportunity for good public 
relations present in every aspect of the business, and particularly, in 
purchasing, where the goal should be to spend the company’s money 
with profit. 


As to the operating routine of the Purchasing Department: If your 
Purchasing Agent is to be the top management “Procurement Special- 
ist” he should be, he should consider the advantages of decentralization 
of the buying function if you operate more than one plant. This 
involves more work for the Internal Auditor, but, with proper 
control procedure, set down in writing, decentralization can provide 
speedier service to operating departments without an increase in over- 
head, provided inventories are closely watched. The theory here is 
rather on the “have your cake and eat it” order. There are obvious 
economies to be effected by centralized control of buying, but it does 
not necessarily follow that all buying must be done in one spot. If 
there is a written General Purchasing Policy, which enables the Pur- 
chasing Agent properly to control all purchases, then placing of national 
contracts should permit the buying of standard commodities from sup- 
plier’s local warehouses by field offices using local purchase orders. 


In the Head Office Purchasing Department, which then acts largely 
as a staff agency, the trend nowadays is to have buyers work on a com- 
modity basis, and we have found this to be a great aid to efficiency. 
By specializing on certain related commodities, the buyer can become 
expert in those matters in a shorter period of time, and as the knowledge 
he gains is recorded in the price record, a lasting benefit to the depart- 
ment and the company is obtained. One thing to guard against, par- 
ticularly in a small Purchasing Department, is the tendency to load 
clerical work on to buyers. It doesn’t make sense to have a high-priced 
commodity buying expert doing paper work which could be handled 
more economically (and very often more efficiently) by a competent 
clerk, any more than you would put a Chartered Accountant to work 
running an adding machine. 
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Another fault, I think, is the practice of forcing the Purchasing 
Department to do accounting work. At best the Purchasing Agent and 
his staff, if they are doing the thing for which they were hired, are 
amateurs at accounting, and I believe greater economy and efficiency 
is obtained by leaving accounting detail to the experts in the Accounting 
Department. 


Perhaps you will be interested in an outline of our own operating 
and control procedure. Under our written General Purchasing Policy, 
authority to approve purchase requisitions can only be delegated in 
writing by the officer in charge of an operating or service department. 
Copies of these authorizations are sent to the Comptroller, Internal 
Auditor, and Accounting Department. All buying is done by the Pur- 
chasing Department on written requisitions only. Details of the order 
are entered on the requisition, which is then filed numerically. Our 
requisitions are printed in such a manner that information appears in 
the same sequence and position as it does on the purchase order, which 
cuts down typing time and reduces the liability of error. All details of the 
requisition are shown on the purchase order, including the name of the 
person who signed the requisition, and the accounting charge. A copy 
of the order goes to the Accounting Department where the Report of 
Receipt of Goods is also maintained. Invoices are received in the Pur- 
chasing Department, checked against the order, “okayed” for price and 
passed to the Accounting Department for payment. Before payment, the 
accounts-payable copy of the order is attached to the invoice with the 
report of receipt, and that control prevents duplicate payment. When 
the Internal Auditor reviews the transaction, all information from start 
to finish is with the invoice. 


At one time we used to put through great stacks of invoices at peak 
periods, particularly at the end of each month. This was due to the 
fact that we filed orders by location, and processed invoices the same 
way. Now we file all orders alphabetically in a tub file, and process 
invoices alphabetically, on an assembly-line basis. We put through the 
same number of invoices every working day, and do it with less staff, 
and without overtime. 


We think our system is pretty good, but the point is that what we 
have achieved was not done overnight, and that much of it could not 
have been done at all without the help, counsel, and goodwill of the 
Internal Auditing Department. 


I started out by saying I would discuss ways in which the Internal 
Auditor can help the Purchasing Agent to help himself. Many of 
the things I have touched on are matters for top management decision. 
Today, the Purchasing Agent is so busy trying to locate steel, pipe, nails, 
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lumber and hundreds of other commodities needed to keep the business 
running, that he probably doesn’t have time to do the selling job which 
is necessary for reorganization of his department. He needs your 
help. I’ve found that an intelligent presentation of our problems to the 
Internal Auditor receives a sympathetic hearing; further, that a joint 
presentation from myself and the Internal Auditor very often receives 
favorable consideration from the Comptroller and top management. 
In our own company I have seen Internal Auditing grow from a minor 
checking function to one of the most important service departments in 
the company. 


An important point to remember is that nowadays top manage- 
ment looks upon Internal Auditors as organization and control 
specialists, and that their influence has broadened accordingly. In 
working for any corporation, I think all of us have a right to be happy 
in earning an honest living. By getting to know your own Purchasing 
Agent and his problems better, I’m sure you can both be happier. Cer 
tainly, in my own experience, you can provide an independent check of 
all phases of Purchasing Department functions, which is of very real 
help in determining the effectiveness of the department. 


The thought uppermost in the minds of Internal Auditors I have 
talked to in the last few years seems to be, “How can I be sure, in 
auditing the Purchasing Department, that the company’s money is 
being wisely spent, and that we are receiving full value for our money?” 
I'd like to answer that specific question. 


Fundamentally, it is a question top management asks of every 
department in the company, and the answer depends to a large extent 
on the honesty, integrity and operating methods of the department 
head. Insofar as the Purchasing Department is concerned, do you have 
to be an Internal Auditor to answer that part of the question? Not 
if you know the man you are dealing with! 


Supposing you don’t know him too well, or haven’t had an oppor 
tunity of getting to know him better, then I suggest that the answer you 
want will be revealed when you find the answers to these three series 
of questions: 

(A) About the Purchasing Agent himself: 

(1) Is he a member of the N.A.P.A.? 
2) Does he subscribe to the high ideals of that Association? 
(3) Is he well-regarded by fellow members of his profes 


sion? 


(B) About the Purchasing Department: 
(1) Are operating procedures put in writing? 
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(2) Are instructions clear as to getting all bids in writing, 
and recording prices paid on permanent records? 
(3) Have buyers sufficient instructions to guide them, and 
to control them? 
(C) About the Goods Purchased: 
1) Are all goods received by a department other than the 
Purchasing Department? 
2) Is inspection and reporting of goods received properly 
controlled, in a department other than the Purchasing 
Department? 


If the answer is “Yes” in every case, I think both you and your 
Purchasing Agent are to be congratulated. If not, I'd suggest that you 
two get together, as you have a selling job to do for your mutual 
protection and benefit. 

One last thought: self interest should promote the accord I suggest 
between the Internal Auditing Department and the Purchasing Depart- 
ment. In a recent issue of the “Canadian Purchaser” it is recorded 
that the new Director of Purchases for the Canadian General Electric 
Company was PROMOTED from the Audit Department. 


Perserverance is more prevailing than violence; and many things 
which cannot be overcome when they are together yield themselves up 
when taken little by little. 


PLUTARCH. 
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N the process of taking an inventory of properties and equipment, our 
Field Equipment Auditor physically inspects and lists all equipment 
and material at each location. This list includes a description of the 
material and equipment, together with the manufacturer’s serial and 
company number and an estimate of the remaining life of each unit. 


In inventorying a building and the equipment therein, a descrip- 
tion of the building is given, together with the dimensions and the type 
of construction. Following this is a detailed list of all equipment 
installed in the building. For example, in a garage, the size and type 
of work benches, hoists, automobile and truck lifts, lathes, drills, etc. 
are listed with serial and company numbers, and then the miscellaneous 
tools are listed as a separate item. 


In the case of a tank battery or tank farm the size, make, serial 
and company number is listed as each tank is inspected. The fittings 
and connections are listed as a “hook-up” unit. The size and quantity 
of oil lines are likewise shown. 


On pipe lines, all equipment above ground is listed first. The 
engineering maps detailing the size and quantity of pipe laid under 
ground are scaled and each size and quantity of pipe is listed in the 
inventory. In the inventory of wells, all the above-ground equipment 
is detailed. For example, in inventorying a “Christmas Tree,” the major 
portions of the tree are listed and the miscellaneous fittings are shown 


*Paper delivered at a meeting of the Houston Chapter. 
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as the “hook-up.” The flow lines from the well to the separator are 
taken from engineering maps in the same manner as at a tank battery 
or tank farm. A description is given of meter runs and separators. 


In inventorying a drilling rig, our first work generally is at the 
boiler section. Here each boiler is examined individually and the make, 
size, serial and company numbers are recorded. The boiler feed pump 
section is then inventoried in a like manner and, then, the auditor moves 
on to the “mud” section. Here the various mud tanks and pumps are 
individually inspected, with all pertinent information being recorded. 
From there the auditor moves to the related parts of the mud section 
where the shale shakers and mud tanks are examined. 


Following this the engine sub-bases and derrick sub-structures are 
listed and then the underfloor drive unit with the various blowout pre- 
ventors and finally to the derrick floor. Here the engines are recorded 
with their “hook-ups” and next the draw works and hydromatic brake, 
rotary table and appurtenances, and then the traveling block and crown 
block are listed together with the rotary hose and Chiksan joint. The 
final step is to list such items as weight indicator, bug blower, rat hole, 
tongs, etc. 


Each unit of equipment is given particular attention as to its esti- 
mated remaining life. 


Having assembled the information on the various units of equip- 
ment in the field, the auditor, before leaving the district, checks his 
inventory against the field record cards, and discrepancies are noted. 
He obtains all possible information concerning discrepancies, but no 
reconciliation is attempted in the field. The inventory is then for- 
warded to the division office where it is reconciled with the division 
property records by the Internal Auditor. 


All overages and shortages are recorded in a column headed “Sus- 
pense.” A list of the suspense items is prepared and sent to the Field 
Equipment Auditor who returns to the district where the inventory was 
taken, and a careful investigation of each item is conducted. When 
the inventory is again returned to the division office, a check is then 
made of like properties in other districts to determine if a physical trans- 
fer of the material or equipment has been made without a proper 
transfer notice. When all efforts fail to locate the property, an adjust 
ment to the records is then made. 


In many cases such equipment is not lost or misplaced but, in 
recording an original installation or transfer, the accountants in the 
division office have erred due to lack of knowledge of field equipment. 
We are presently attempting to overcome this difficulty by preparing 
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a photographic manual of properties. On their visits to the field, the 
Field Equipment Auditor and the division office Internal Auditor take 
pictures of the various units of equipment. For example; one picture 
is taken showing the full view of a tank battery, gun barrel, heater, sep- 
arator and well. A general description is given under the picture, then 
the individual units are photographed—the well, separator, heater, gun 
barrel and tanks. A description is given under each of these pictures 
in the manual. While this manual is not yet nearly complete, we 
have found that it has already helped to serve the purpose intended. By 
being able to see a. picture of the units of equipment which they are 
recording, the property accountants can interpret field reports more 
intelligently. 


In our opinion, the success of any inventory depends upon three 
things: first, no system will work unless the field employees are sold 
the idea that the auditor is not only checking them but assisting them. 
Secondly, the system will not function efficiently unless the field 
employees daily handle their property record work. Most of the 
errors that we have found in the property records have been due to 
allowing such work to accumulate and attempting to complete it in a 
hurry to meet a deadline. Thirdly, the field employees must under- 
stand the importance of cooperating with the division and district offices. 


One man, when he has done a service to another, is ready to set it 
down to his account as a favour conferred. Another is not ready to do 
this, but still in his own mind he thinks of the man as his debtor, and 
he knows what he has done. A third, in a manner, does not even 
know what he has done, but he is like a vine which has produced 
grapes, and seeks for nothing more after it has once produced its proper 


fruit. Marcus AvuRELIUs. 


ARTICLES OF INTEREST 


TO INTERNAL AUDITORS 
JOHN F. BRADY, Member of the Editorial Committee, directs 


attention to the following articles of interest: 


Subject: Internal Control—Elements of a Coordinated System and Its Impor- 
tance to Management and the Independent Public Accountant 


By: SPECIAL REPORT BY THE COMMITTEE ON AUDITING PROCE- 
DURE 


Published by American Institute of Accountants 
13 East 41st Street, New York 17, N. Y. 


This comprehensive report indicates that the common desire for 
efficiency and for dependable accounting results has fostered a high 
degree of collaboration between the pub blic accountant and the inter 
nal auditor in carrying out the complementary nature of their 
respective responsibilities to the advantage of both and to business. 
It is an analytical study directed particularly to the consideration 
of the nature and characteristics of internal control, and it delineates 
the respective spheres of interest and responsibility of all partici 
pants from the following aspects: 

1. Increasing Significance of Internal Control 

2. Elements of a Properly Coordinated System 

3. Internal Control and Management 

4. Internal Control and the Public Accountant 
In addition to this, the matter of internal control is graphically 
illustrated by organization charts and procedural flow charts which 


tend to emphasize this important and all-embracing function of 
management in which the internal auditor takes such a vital part. 


Subject: The Lengthening Arm of Internal Control 


By: GERALD S. KOHL, Accountant and Auditor of Union Bag and 
Paper Corporation, New York, N. Y. 


Published in The New York Certified Accountant, April 1949 


At the outset, Mr. Kohl states that internal control and other useful 
accounting tools have been in existence for many years and that 
they are new only in their detailed refinements; that a review 
will reveal how internal control has been expanded and why it has 
been accorded such a prominent place and has become one of the 
most valuable tools of management. The following aspects in the 
development and expansion of internal control are taken up to 
stress the key position it now holds in managerial matters: 
Reason for Origin 

Broadening the Scope 

Installation of Internal Control 

Method of Developing System 

Its Limitations 

What is Internal Control Today? 

Accountants’ Liability for Internal Control 
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Subject: Audits and Controls 


By: A. S. CHAVES, Comptroller, Live Stock National Bank, Omaha, 
Nebraska 


Published in Auditgram—Bank Control and Operation, April 1949 


The audit procedures outlined in this paper were designed in the 
light of the War on Bank Frauds declared by the Association of 
Bank Auditors and Comptrollers during their annual convention 
last Fall. At that time, the necessity for vigilance on the part of 
banks in establishing adequate audit and control procedures in 
every bank in the country, regardless of size, was stressed. 
Mr. Chaves indicates that someone engaged in the audit program 
should be directly responsible to the board of directors but, in cases 
where this is not possible by reason of the size of the bank, the 
desired results are possible of attainment through the rotation of 
duties; through a vacation of at least two weeks for every officer 
and employee and through a surprise check of the different trans- 
actions handled within the bank. 
The pertinent points of this audit program are then discussed 
from the standpoint of the activities, comprehended by the follow- 
ing: 

1. Cash 

2. Cash Items 

3. Loans and Discounts 


The necessity for more intensive audits of this kind can be con 
sidered and studied in the light of the world-wide upheavals in 
recent years and their detrimental effects to which all employees 
are exposed. 


Subject: What Banker Wants from Auditor on Inventories, Receivables, Debts 
and Fixed Assets 


By: ARTHUR BOETTCHER, Vice President, Boatman'’s National Bank, 


St. Louis, Missouri 


Published in The Journal of Accountancy, February 1949 


This article is written from the standpoint of the banker and indi 
cates that business conditions today make the banker more inter 
ested at present in inventories, the character of receivables, debt, 
fixed assets, insurance, taxes and items of unusual income, than in 
the recent past. It explains how the banks use this information 
and how the auditor can help in the presentation of the reports 
that are required by banks and others in the extension of credit. 
It stresses the fact. that the inventory on hand should be broken 
down into its components, finished goods, work in progress and raw 
materials, and likewise stresses the fact that the extent of slow-mov 
ing items, if significant, should also be indicated. Moreover, it 
emphasizes the importance of commitments being commented upon 
since the banker must weigh not only the immediate conditions 
confronting a business but must also consider the long-term factors. 
Stress is placed upon the uniformity in the presentation of profit 
and loss statements to permit all who rely upon them to obtain a 
proper understanding of the facts that are required. 

The accomplishment of these objectives places a serious responsi- 
bility on all who are directly or indirectly involved with this task, 
which is necessarily assumed in a large measure by the internal 
auditor in his broad field of activity and his close and intimate 
understanding of the business with which he is associated. 
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Internal Control System for a Small Company: A Case Study 
JUSTIN C. HARRIS, C.P.A. 


Published in tne Journal of Accountancy, November 1948 


Mr. Harris tells how he established a system of internal control 
to function in a small company within the framework of this 
organization where there was a limited clerical staff. 
He explains the functions of the following centers of control 
which he established to meet the requirements of the business 

1. Receipt and handling of merchandise 

2. Delivery of merchandise to customers 

3. Collection and handling of cash and customers’ checks 

4. Accounts receivable 

5. Cash disbursements for purchase and expense items 

6. Payrolls 
7. Inventory control records 

8. Miscellaneous. 
To insure the continuance of effective control, he indicates the 
arrangements made with the management for periodic audits of 
the accounts by public accountants whose responsibilities contem 
plate their periodical reviewing of the internal control methods 
While this system of internal control was devised for a relatively 
small company, the procedures outlined should have equal appli- 


cation to all companies, and they can be read with interest from 
this standpoint. 


Reserves in Credit Analysis 
ALBERT F. CHAPIN, Professor of Finance, New York University 
Published in Credit and Financial Management, April 1949 


Professor Chapin, in discussing reserves, points out the fact that 
reserves may receive but scant attention from hurried, if not 
harassed, credit managers since their purpose and effect may not 
be fully understood. He then refers to the controversy among econo 
mists and accountants over one class of reserves, (the reserve for 
depreciation) which seems never likely to end. In continuing his 
remarks, he cites the position taken b, the United States Supreme 
Court as early as 1878 in denying the validity of depreciation as a 
factor in determining profit, while at the same time recognizing 
repairs and maintenance costs in such determination; and he then 
proceeds to indicate the present practice of the Courts in accepting 
depreciation as a vital factor in the ascertainment of income 
The three purposes of reserves are then discussed under the fol 
lowing categories: 

1. Liability Reserves 

2. Segregations of Capital 

3. Valuation Reserves 
As an integral part of management, the internal auditor should 
be well qualified, with the facts at his command, to evaluate, 
within limits, the adequacy of reserves. 


How to Plan a Sound Insurance Program 
J. L. DAVIS, Treasurer, H. C. Godman Company, Columbus, Ohio 
Published in Credit and Financial Management, April 1949 


In this timely article, Mr. Davis sets forth the twelve specific types 
of coverage as well as other coverages carried by a successful com 
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pany in protecting adequately its manufacturing and distribution 
activities. He stresses the necessity of considering the replacement 
and sound values of property and plant, and describes how to deter- 
mine these factors by the use of cost indexes. An illustration of 
the method to be employed in asc ertaining the present value and 
sound value of property acquired since 1940 is set forth in tabular 
form. 


This illustration tends to emphasize the precipitous rise in replace- 
ment values that occurred during the years 1940-1948, w hich all of 
us should weigh carefully in insuring property. 


Subject: Accounting Concepts and Standards Underlying Corporate Finan- 
cial Statements—1948 Revision 


By: EXECUTIVE COMMITTEE OF THE AMERICAN ACCOUNTING 
ASSOCIATION 


Published by the American Accounting Association 


This statement was issued in 1948 and is the revision of the prelim 
inary draft prepared by a special committee appointed in 1946 
Both statements were prepared in the light of the tentative state 
ment of accounting principles relating to financial reports of busi 
ness corporations issued in June 1936, which was, in turn, followed 
five years later in 1941 by “Accounting Principles Underlying 
Corporate Financial Statements.” In this third statement the Com 
mittee reaffirms and restates the following preliminary considera 
tions expressed in the 1941 Statement: 

1. That the basic objective has been to stimulate the continued 
study and discussion of accounting standards and their peri 
odic restatement to assist in the orderly development of 
accounting concepts and their wider acceptance both among 
accountants and others. 

2. That since so many decisions are dependent on interpreta 
tions of corporate reports, uniform, objective, and well-de 
fined standards have become a requisite for the use of the 
reports by persons having an interest in an individual enter 
prise or in the broader problems relating to the national 
economy. 

3. That because basic accounting concepts and standards 
remain relatively undisturbed even during periods of eco 
nomic change, restatements will primarily involve changes 
in emphasis. 

4. That since a comprehensive understanding of the financial 
position and operating activities of a corporation is derived 
only in part from financial statements, it should neverthe 
less be possible for a person moderately experienced in 
business and finance to obtain from such statements basic 
information on which he may rely with confidence. 

5. That in the application of standards, individual differences 
in industries or in enterprises within an industry may 
require that an allowance be made for well-established 
practices. That any deviation therefrom should be carefully 
weighed and, if made, disclosed both qualitatively and 
quantitatively in the financial statements. 


— NOTE — 
A copy of this paper was distributed to our membership through 
A. J. E. Child, President of our INstiruTe, as it presents the 
consensus of the underlying philosophy of our educational institu- 
tions in the matter of basic accounting principles and standards of 
reporting with which we should be generally familiar. 





MEMBERS’ FORUM* 


THE MATTER OF CHAPTER PROGRAMMES 


In the course of my Chapter visits during this past year, the sub- 
ject of many conversations with INstrruTE members has been that of 
Chapter programmes. I have the impression that some of our pro- 
grammes are not as good as they should be, and noticeably so in certain 
cases. There seem to be two principle reasons for this, one of which is 
lack of imagination, and the other is lack of hard work. 


Our organization is a voluntary one. Each person who contributes 
to Chapter activities does so on his own time, without remuneration. 
The above is, therefore, not intended as carping criticism, but only an 
attempt to face up to the facts. We are all grateful for every hour of 
INstriruTE work contributed by our members, many of whom give 
handsomely of their time and efforts. 


This does not alter the fact that our programmes sometimes lack 
imagination, and that they also suffer from insufficient planning and 
organization. It is not good enough that one man in a Chapter should 
shoulder the entire programme responsibility. He should have several 
committee members to furnish ideas and help with the work. If Chap- 
ter executive meetings are held, the monthly programme should be a 
prime subject of discussion, at which the programme chairman should 
put forth his ideas and problems, so that all Chapter officers may give 
their suggestions. 


Finally, each Chapter member should consider himself ex-officio 
a member of the programme committee. If you do not like what is 
being offered to you each month, write or telephone your Chapter presi- 
dent or programme chairman and say so. Better still, offer your own 
ideas, especially if you have something new to suggest. I can state from 
experience that a Chapter president or committee chairman is only too 
pleased to hear from the rank and file of the membership. 


The value of programmes of a high standard is perhaps not fully 
realized. Obviously, an interesting paper or discussion, well handled, 
means a pleasant and profitable evening for you as a member. In addi 
tion, it gives experience and satisfaction to those who participate. It 
enhances the prestige of our INstITUTE to visitors, and is often the final 


*The Me mbers’ Forum was initiated in the March issue of the Quarterly, and is 
open to expressions of opinions by all members. Brief outlines of informative find- 
ings resulting from examinations and surveys are solicited for publication. Contro 
versial matters will also be welcomed and, as well, the pros and cons relating to 
them. Contributors’ names will be published, unless there is objection. —Ep. 
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answer to the prospective member who wants to know what Tue Iwst!- 
TUTE can provide. Finally, good publication material often comes from 
our Chapter meetings, to the benefit of our non-chapter members and 
those non-members who are interested in our activities and our thinking. 


If you believe in your INstiruTE, bring your best thoughts and 
efforts to bear on this part of our endeavors. 


A.J. E. C. 





IN RE MR. THURSTON'S ARTICLE 


“The recent article entitled “The Relation of Internal Auditing to 
other Control Functions” by John B. Thurston, offers many worthwhile 
thoughts that we have come to expect of our INst1TUTE’s first president. 


In regard to his remarks under the heading of “Personnel” I would 
like to offer some mild criticism. Perhaps the word “caution” would 
express my thoughts better than the word “criticism.” In our attempt 
to gain management recognition of internal auditing as a valuable aid 
to professional stature we must exercise some caution lest we overreach 
and suffer serious setbacks. 


I mildly take issue with Mr. Thurston’s comment that it is a major 
function of the Internal Auditor to disclose to management that 
“talented employees get stymied in jobs too small for them, and other 
employees get placed in jobs for which they are not properly equipped.” 
That is, I disagree if Mr. Thurston intends that we make frontal attacks 
when such situations arise. 


As a general rule, I believe that we serve management better and 
accomplish our main objectives by adhering to facts and avoiding mat- 
ters largely of opinion such as personnel evaluations. Then again much 
depends on the ingenuity of the auditor in the preparation of his audit 
report. 


It seems to be that a definite personnel weakness will be disclosed 
by the facts of the audit report and that an outstandingly good per- 
formance will likewise be reflected by the facts presented. 


So, probably Mr. Thurston and I are in closer agreement on this 
point than first appears. To younger auditors who read that article I 
suggest proceeding with caution when dealing with personnel problems 
and to develop the facts of the audit and present them reportorially so 
that management can reach the obvious conclusion.” 


— ArtTHUR F. LAuRIAN. 
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A PROBLEM 


I have just finished reading the March issue of The Internal Auditor 
and found it very interesting. The Members’ Forum is a splendid idea 
because it gives us an opportunity to exchange information and find out 
how the other fellow is doing a certain job. 


I had the following problem on which I would like to have the 
opinion of other members: 


I recently made an audit and, after about two weeks’ audit work, 
discovered that fraud had been committed by the supervisor of the 
installation which I was auditing. I reported this discovery to higher 
authorities and the supervisor was suspended immediately. 

I was requested to interrupt my audit work and manage the instal- 
lation until a new supervisor could be appointed. I did so and had many 
headaches in cleaning up the mess. The new supervisor arrived after 
three weeks. I turned over the installation to him and continued with 
my audit work. 

Should an auditor accept such an assignment or not? If he refuses 
he may be criticized for not co-operating in cleaning up an undesirable 
situation. Ernest SCHNEIDER. 


NOMENCLATURE* 


As a student of finance and consequently being interested in 
accounting and auditing, I read and hear a great many discussions, 
published and carried on by professional practitioners in these allied 
fields. One of the less important things that has caught my attention 
(though I think it has importance in its place) is the seeming difficulty 
they have in determining just what terms should be used in referring 
to themselves. 

There seems to be an accepted, but somewhat baffling, interchange- 
ability in the use of designations. For instance, the public accountant 
is variously stated as being “outside accountant,” “outside auditor,” 
“public auditor,” “external auditor,” and so on. Similarly, the internal 
auditor often becomes in speech and print, “inside auditor,” “company 
auditor,” or, simply “the auditor,” etc. 

The practice occasionally leaves one at a loss as to who is referring 
to whom; and I suggest that public accountants and internal auditors, 
whose watchword is accuracy of statement, be more precise in referring 
to themselves, orally and in print. —E. S. 


*Reprinted by request—Ep 














Publications of The Institute of Internal Auditors 





Increasing the Usefulness of Internal Auditing 


ADDRESSES Presented at the 
SIXTH ANNUAL CONFERENCE OF THE INSTITUTE — 1947 


SUMMARY of recent trends showing the broadening scope and usefulness 

of internal Auditing. Individual articles cover specific phases of the 
‘ollowing general themes—Recent Deveiopments.,in internal Auditing, re- 
Appraisal of the Systems of Internal Control, and case histories of special 
Management Service. Price $2.50 





Internal Auditing — A Post-War Reappraisal 


ADDRESSES Presented at the 
FIFTH ANNUAL CONFERENCE OF THE INSTITUTE — 1946 


RECONSIDERATION of the fundamentals of Internal Auditing in the light 
A of post-war conditions. Subjects covered include—Service of Internal 
udit to Management, Training of Internal Auditors, Development of Audit 
Programs, Internal Audit Reports, and Coordination of Internal Auditors and 
Public Accountants. Price $2.00 





Internal Auditing — Now and After the War 


PAPERS AND DISCUSSIONS Presented at the 
THIRD ANNUAL CONFERENCE OF THE INSTITUTE — 1944 
pee agri treated and discussed by leading internal aoditors, public account- 
ants and authorities in related fields include—The Modern Internal Auditing 
Department in Operation, Significant Failures of Internal Control, Basic Principles 
of Internal Auditing, and Formal Education Courses in Staff Training. 


Price paper-bound $1.75 





Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 


HIS volume comprises six parts: |. Internal Auditing Techniques, I!. Internal 
T Auditing and Management, Ill. Internal Auditing and Public Accounting, 
IV. Internal Auditing and the Securities and Exchange Commission, V. Internal 
Auditing and Wartime Problems, and Vi. Internal Auditing and the Frture. 


Price $2.50 





Managerial Control Through Internal Auditing 


Prepared by the Research Committee of 
THE INSTITUTE OF INTERNAL AUDITORS 


ODERN internal Auditing lies in the area of management control. This 
M concise volume has been published to guide business management in 
the i 


utilization of its internal auditing staff; how, as a tool of management, 
modern internal auditing has progressed far beyond the arithmetical verification 
of accounts, records and financial statements; how it has become a complete 
intra-company financie! and operational review embracing perfection of the 
system of internal control and reliable assurance of adherence to the standards 


of performance. Price $2.00 





Order any of above publications from your favorite bookseller or directly from 
BROCK and WALLSTON, Publishers, 39 Atlantic St., Stamford, Conn. 





Other Publications on Internal Auditing 
INTERNAL AUDITING—by Victor Z. Brink 
A text and guide book to Internal Auditing 
Ronald Press—15 East 26th Stree-—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 
by WALTER H. KAMP and JAMES A. CASHIN 
A case history description of an internal control program and cootdinated internal 
auditing practices. 


Brock and Wallston—39 Atlantic Street—Stamford, Conn. 
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